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APPENDIX 

Subsequent to the close of the hearings, the committee submitted 
additional written questions to various witnesses. 

The questions, the responses, and further statements and data re- 
ceived for the record follow as volume III of the hearing record. 

(1) 
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FEDERAL RESERVE SYSTEM 



Hovember 5, 1981 



The Honorable Jake Gam 

Chairman 

Connnittee on Banking, Housing 

and Urban Affairs 
United States Senate 
Washington, D. C. 20510 

Dear Chairman Garn: 

Thank you for your letter of Hovember 2. 
1 am pleased to enclose responses to the written ques- 
tions in connection with the hearing held on October 29. 

I hope this information will be useful to 
your Committee. Please let me know if I can be of fur- 
ther assistance. 

Sincerely, 



M 



Enclosures 
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la. If we do prop up the ailing thrift Industry through the 
emergency powers, aren't we Just begging for another 
"temporary" problem the next time we have a dip in the 
business cycle? 

The problems facing thrift institutions are much mora 
related to inflation and its implications for high and unstable 
interest rates than to the business cycle In the ordinary sens*. 
Assuming a reasonable degree of success In dealing with inflation, 
the problem, although plainly serious, will turn out to be 
largely transitional. But it is of course true that, after its 
current enperience, the Industry should not return to a position 
tAere it is so highly dependent upon a particular configuration 
of interest rates as in the past. 

The emergency powers in the Regulators' bill address 
the "temporary" or transition problem that thrifts and certain 
banks face while (1) they add higher yielding (and variable rata) 
assets to their portfolio as older assets are repaid and (2) public 
policies to reduce inflation — and hence interest rate — have a 
chance to work. During that transition, the ^111 will facilitate 
assistance to otherwise viable institutions and the acquisition 
by stronger institutions of those depositories who are unlikely 
to be able to return to viability In a reasonable period of tine. 

The bill purports to do no more, but, obviously, 
the first priority must be to get through the transition period 
so there can be a long run. . X believe, partly as a result of 
lending liberalization already enacted or ncnr regulations, such 
as variable rate mortgages, thrifts are better placed today to 
deal flexibly with the future than whan the present problems 
originated. Of course, there has not been sufficient tine for 
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moBt thrifts to affectively utilize the powera they have, and 
many thrift* in the past had not seen the need for using the 
flexibility they have. We do not oppose still further liberali- 
zation. On the other hand, we do not feel legislation stopping 
short of all the powers of S. 1720 is "begging" for another 
problem, nor would those pcMers be particularly relevant during 
insitional period. 
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lb. Uhy not pezmlt thrifts to offer cofOMrctal losna to expand 
their earning potential? Tou fear that banks would change 
to thrift charters. Uould you support the bill if we re- 
vised It to ensure that thrifts engaged In comntercial lending 
were subject to the sane intrastate branching and other re- 
strictions as conmerclal banks? 

I believe that institutions offering eBsentlally similar 
services shonld be subject to similar regulatory treatment, and, 
should thrifts be provided with the full range of asset and liability 
powers provided In S. 1720, Intrastate and other highly significant 
lestrictions should promptly be reviewed and revised to provide that 
equality. In some cases, that might iinply more liberal treatment 
for banks in branching or other powers; in other cases, "conmerclal 
bank type" restrictions on thrifts. 

However, the question of thrifts having full coomercial 
lending authority is broader than eliminating the regulatory advan- 
tages the proposed bill would provide to thrifts over banks with 
respect to branching, intereet rate differentials, access to 
governmental credit and permissible activitiee of holding company 
affiliates. Basically, we are doubtful that full conmerclal 
lending powers would have much significance Cor thrifts' earnings 
potential over tine; the market is already highly competitive, 
and earnings margins are probably at least as low aa on tradi- 
tional thrift lines of business. As I indicated in my testimony, 
the expansion of thrift powers will, in any event, do little to 
rectify their short - run earnings problema—and nay exacerbate 
them to the extent that thrifte expand too rapidly into areas 
in which they lack the necessary management expertise. 
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The iBBue, aa we underBtancI It, is rather flexlbtlityi 
>n very short-term or floating rate commercial loans can 
be in line with fluctuations in market end short-term deposit 
rates. However, flexibility can be (and already has been) en- 
hanced in other ways that seem to us more consistent with a leas 
abrupt change in the focus of the thrift Industry, ox; to put it 
another way, more consistent with their traditional role. Thus, 
I would favor granting thrifts broader consumer lending and con- 
sumer deposit taking powers, while confining conmercial lending 
authority to that consistent with helping to meet the needs of 
local, small business. Such an evolutionary approach would keep 
their community orientation, and capitalize on existing manage- 
ment capabilities. 
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; pli^t of the notion'* thrift industry pro- 
santB an evident and compelling legiBlative and regulatory 
lesson. Depoaitory Inatitutiona should not be locked into 
narrow rangea of Inveatisent opportunities. Never again 
should financial institutions be legislated and regulated 
into an investment postur* totally dependent upon a single 
economic scenario.* 

Do you agree with that statement? Mutual savings banks in 
Hassachusetts, which are not in the same troubled condition 
as mutuals in other areas, have had limited conunercial 
lending powers since 1955 (greatly expanded in 1980). 
Tbey have used such pcwers principally to round out their 
customer relationships and obtain some extrA earnings, not 
to turn away from the traditional role in housing finance. 
in feet, they have only 1/3 percent of their aggregate 
assets in corporate loans. 

Do you agree that the added powers will enable thrifts to 
round out their custooer relatlonshipa, ttivrtby maintaining 
their competitive ability and earnings potential? 

I certainly would agree that thrift institutions should 
not be restricted by legislation or regulation to an investment 
posture which depends upon a 'single econonlc scenario," namely, 
an upward sloping yield curve and substantial interest rate 
stability. However (as indicated in the previous answer), the 
increased asset powers granted under the Deregulation and Monetary 
Control Act together with the recent regulatory decisions allowing 
more flexibility in the use of adjustable rate Mortgages, once 
they are fully utilised by the institutions, go a very considerable 
distance in providing the needed flexibility in the asset 
portfolio. In addition, recent DIDC actions. If adopted, would 
grant institutions additional flexibility in offering longer-teni 
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deposits and hence allcw Institutions to better match the 
maturitiss on their assets and liabilities. 

As you have pointed out, Haaaachusetts * savings banks 
have had limited commercial lending powere for some time, «rtiich 
they have used primarily to round out customer relationships. 
This would not be inconsistent with the "family bank' approach 
I suggestsd. However, with only 1/2 percant of their portfolio 
in *uch assets, it ia hardly conceivable that that comniercial 
lending authority accounts for their lesa troubled situation 
today. Indeed, the main reasons these institutions remain more 
profitable than the average thrift institution are related to 
their unique poaition in their local markets and to their 
liability compoaition rather than to their asset powers. 

Hassachuaetts ' HSBs have been able to maintain a higher 
proportion of low-rate passbook type deposits, and a lower pro- 
portion of market rate HHCs and other short term borriMinga than 
the average thrift institution, consequently, Haaaachusetta' MSBs 
have lower net intereat expenaes than the average thrift. More- 
over, the average Hassachusetts inatltution has a much Icmer 
proportion of its assets in mortgages and a much higher proportion 
in cash and securities than does the average thrift. This 
combination has reduced their overall exposure to interest 
rate risk and thus explains their superior earnings performance. 
The lesson plainly Is a great deal depends on management and Its 
perceptions of risk, and we cannot substitute law for good 
judgement. 
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2. In your testinoRy, you indicated your support o£ S. 1508 
(Section 702 of S. 1720). As you are awace. the FDZC haa 
suggested that the FDIC be given the authority to determine 
whet deposits would be classified as intematicnal bonking 
facility deposits and exempt from Insuranc* assesstnents. 
Additionally, the FDIC suggests that a two-year sunset be 
placed on the exemption or IBF deposits from Insurance 
assessmentB. In your opinion, should the FDIC or the 
Federal Reserve Board detemlne which deposits qnellfy as 
IBF deposits? Why? Wouldn't a two-year sunset prevent a 
parity between IBF deposits and deposits at overseas breaches 
of United States banks? Likewise, wouldn't the sunset have 
a chilling effect on the establlstment of IBF's by United 
States banks when the deposits may be subject to insurance 
asseasments in two years? 

The Board believes that IBF deposits should be accorded 
the same treattoent as deposits at foreign branches. Such treatntent 
will insure that IBFs are able to compete with foreign branches on 
a fully competitive basis. In order to preserve this c«iipctltlv« 
position, consistent with the needs of monetary policy, we believe 
that It Is desirable for the Board alone to retain the authority 
to define what types of obligations qualify as IBF deposits. If 
another agency were to define an IBF deposit differently from that 
of the Board <or differently define them for insurance purposes) , 
such action could create obvious problems for the operations of 
IBFs. However, I presume the regulatory authorities could reason- 
ably be expected to reach consistency If the FDIC formally could 
determine which deposits were free from insurance assessment (not 
which deposits were eligible for IBFs). 

He do not foreclose the possibility of the FDIC assessing 
both the IBF and foreign branch deposits at some time in the 
future. However, we are concerned that a two-year sunset on 



Digitized byGOOglC 



u 

the IBF deposit Insucance exemption could adversely affect the 
vllllngnese of Institutions to establish IBFs since their benefits 
could be enjoyed fully only during that limited period. In order 
to acconmodate the desire for a future overall review of the 
possibility of assessins foreign branch deposits and IBP deposits, 
we would recMimend that the legislation not include a permanent 
exclusion for IBFs but be flexible enough to have whatever treat- 
ment Is accorded foreign deposits at foreign branches. This 
would assure that, on appropriate review by the Congress of the 
broader question of assessments on foreign branch deposits, IBFs 
would receive the sasie treatment as foreign branch deposits. 
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Pl«aB« cooment on tha AdmintBtratlon'e propoeal that ■«cuEiti«a 
activities of banks be coni3uctsd through subsidiaries of bank 
holding companies, rather than by the bank itself. 



As in the case of ttirlft powersi I would also prefer an 
evolutionary approach to banka' stock and bond mutual fund activi- 
ties. Banka havsi subject to xagulationt oparatttd conmlngled trust 
accounts In « manner consistent with public policy conaiderations. 
He believe they could be expected to operate conmingled agency 
accounts, subjact to relevant restrictions, particularly on 
advartising, similar to those now applicable to conmlngled trust 
accounts. In this way, th* account management could be efficiently 
integrated with the existing trust department operationa. This 
approach would give us experience with expanded bank securities 
powers in the light of the "Glass-Steagall" concerns, including 
potential conflicts of interest, concentration of resources, and 
safety and soundness. 

In my testimony, I urged that, if full mutual fund 
powers were given to banks and thrifts, those powers be 
exercised through a separate affiliate, li^ principal concern* 
were that a mutual fund offered directly by a bank, with aggres- 
sive sales effort, might become too closely associated by the 
public with the sponsoring bank Bo that poor performance fay the 
former would erode confidence in the latter and that opportunities 
for conflict of interest or self-dealing might be less easily 
controlled. The dangers would also be reduced somewhat by 
forbidding use of the bank's name in the title of the mutual fund. 
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For municipal bond underwriting, an Important advantaga 
of tha separate affiliate la that It creates more equal tax treet- 
(nent for bank and nonbanX marXet makere. However, I am Inclined 
to the view that a separate affiliate would not be essential in 
the light of experience with underwriting general obligations. 
For instance, I doubt any significant increase in risk due to 
underwriting activities, and bank acquisition of the securities 
of any one issuer would be subject to the sane limitations relative 
to capital that have been established to prevent undue risk con- 
centration in lending. 

More importantly, a requirement to establish a separate 
affiliate could be a significant-deterrent to market participation 
by many small- to medium-sized institutions, whose municipal under- 
writing activities are confined to a few local or regional issues 
each year. These institutions would face the expense and incon- 
venience of setting up the affiliate, capitalizing it separately, 
and adapting to a new set of regulators. If these costs are 
sufficient to deter them from securities activities, many small 
local governments could face a shrinkage in the number of dealers 
willing to underwrite general cd>ligatioii iBsues as well as no 
increase in con^etition for revenue bonds. 

The current system for regulating bank participation 
in general obligation markets, in which bank regulators are 
responsible for oversight of the cc^pllance of bank dealer 
departments with rules established by the Municipal Securities 
Rulemaking Board, has worked satisfactorily. In addition, I 
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support the rules auggested by th« proposAd legislation for 
protecting against conflicts of interest in transactions between 
an institution's uMerwrltlng activity and its trust department, 
investment portfolio, ot other normal banking functions, and I 
would extend these rules to general obligations as wall «• revenue 
bonds, I believe thay can be adequately enforced in the context 
of departments within institutions. 

The inaquity of tax traaUnant remains a problem, and 
a separate affiliate offers some other regulatory advantages. 
While in this instance we do not believe they outweigh the dis- 
advantages, particularly for smaller- and medium- al zed banks, 
perhaps a distinction by bank size or activity could be developed 
as a workable ccnprtxDise. 
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4. Th* Ateinlstratlon has reconmandcd that authority to opaxata 
comalngXad asency accounts Initially be provided Co banka, 
but not to Bavinga and loan aaaoclatlona, savings banks and 
cradle unions. 

Do you balleve that this la appropriate, or should coitparabla 
powers be given to all depository Institutions at the sane 
time? 

I favor all depository Institutions with trust depart- 
ments being given the authority to offer cmmlngled agency accounts 
for investments In longer-term securities, with the same constraints 
on advertising and sales techniques and other protectiona. Congress 
gave cruse powers to federally chartered savings and loan aaaocia- 
tlons In the tlonetary Control Act. 



lyGoogle 



It 

5. During the recent consideration of the so-called regulatora 
bill by the House Banking Conmiittee, a provision was added 
that requires tha FDIC to provide greater Indemnification 
to the FSLIC for any losses that occur involving a laving* 
bank that has voluntarily converted to a Federal charter. 
Do you believe that this is appropriate action in light of 
present econcanic conditions and the state of the industry? 

He believe that it is appropriate for the FDIC to 
indMunify th« FSLIC against losses that might b« incurred as 
a result of the conversion of a mutual savings bank to Federal 
charter. He believe that as a matter of principle the FSLIC 
should be indemnified by the FDIC for losses occurring as a 
result of events that took place before a mutual savings bank 
converted to a Federal charter. It seems to us that the exact 
provisions for such an indemnification are best left to the 
insurance agencies and is not an area that we have any particular 
expertise 1 
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6. ni« thrift industry Is having a difficult tina coping with 
current aconcmic conditiont, Intaraat ratea havs raached 
record hlgha. Housing starts are dotm. Doas the DIDC 
have any plana to reevaluate Its removal of the celling 
on IRA accounts and does It plan to evaluate Ite overall 
d«ragulatlon strategy in light of general economic conditions? 

AS you know, the DIDC has recently reconsidarad its 
aarliar daclsion to increase the passboolc celling because of 
the current difficulties of thrifta. in addition, a large nunfcer 
of the meinbera of the House Banking Comnvlttee have asked the DIDC 
to poatpone reoioval of ceilings on IRA/Keogh accounts, scheduled 
to becotte effective Daccnber 1, at least until that Conrolttee 
has reviewed the dscislMi. 

My view at the time of the decision was that it is 
likely to Ijicrease the depoait flows of thrift institutions, 
should not substantially adverse the earnings poaitlon and is 
consistent with th« responsibilities of the DIDC, even though 
I personally axpressad some preference for a floating ceiling. 
I have undertaken to review the evidence anew, but, unless the new 
analysis suggests substantial difficulties not apparent earlier, 
I do not plan to ask for full DIDC reconsideration. I believe 
the entire strategy of DIDC must, by necessity, be subject to 
review in the light of developing market conditions. As I 
noted in my recent testimony before you, market developnants 
require that we move as rapidly as posaibla to deregulate deposit 
rate ceilings consistent with the viability of thrifts. The 
latter problem is ^y the Federal Reserve opposed bank and thrift 
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authority to operate Money aarkat autoal fund* «t the precent 
ti*ei in the Board's view thia would intenaify the preaaure on 
thrift earnings and would be tantamount to conpleta elimination 
of deposit rate ceilings all at once. 
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Admlnislral 



iltM ol Nattonal Bwiks 



November 9, 1981 



Dear Hi:. Chaitn 



Enclosed ace my anHwBcs to the questions posed in your letter 
of Hovembec 3, 1981, following up our testimony o£ October 30. 
19S1, before the Committee. I hope that they vlll be helpful 
' " - '" 'n its further consideration of S. 1730 and 



^^ 



The Honorable 

Jake Garn, Chairman 

Committee on Banking, Hoi. 

and Urban Affairs 
United States Senate 
Washington, D.C. 20510 
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M[ . Isaac expressed concern last week about the risks 
involved in increasing the statutory limits (from 10 to 
15 percent of capital) on national bank loans to single 
borrowers. He also has recommended reducing the proposed 

issue. On October 29, Chairman Volcker expressed similar 



irait be used by largt 
would large institui 
lorrowings to less 
luia the increased lii 
ins to make agricultui 



: opinion of the risk exposure of the 
:rease in limits on loans to single 
id on bankets acceptances? 






a. The legal lending limit presently embodied in 12 
u.S.C, s 84 is most constraining for smaller banks. The 
majority of the 800 comment letters the Office of the 
Comptroller of the Currency received earlier this year in 
response to proposed regulations redefining capital came from 
small- to medium-sized banks, who often expressed difficulty 
in meeting increased demand for loans because of their lending 
limit. These banks mentioned constraints specifically with 
respect to agriculture, the auto industry, energy-related 
industries, and local small business. 

The present 10% lending limit also unduly constrains large 
banks and medium-sized banks. This is particularly true when 
credits ate arranged for the large regional, national and 
international corporations. The present lending limits often 
force the syndication of such credits to many banks, sometimes 
to hundreds of institutions. This can be a very Inefficient 
exercise. The sheer numbers of institutions involved often 
preclude an orderly and timely restructuring of the credit, 
should such become necessary. 
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with lespect to loans to developing countries, the reaction of 
large banks to an increased limit are likely to vary, depending 
on the particular bank and the particular borrowing country. 
In general, we would not expect i — '-'-- ' ■' ■ 



nui. only self-inpoBed bank 'house Units" but also, at a 
■rlniRiun, the perceived strength of individual country 
borrowers and a bank's current exposure levels, which are 
based on internally set prudential limits, would be important 
restricting factors. 

A means and purpose test is used for aggreqatlng loans to 
governments, their agencies and instrumentalities [ i.e. , 
public sector loans) for the purposes of the limitations of 
Section 64. It Is possible these public sector loans would be 
increased with an increase in the statutory lending limit. 
Hlthin the parameters of the legal lending Units, it is the 
responsibility of bank managers to decide on exposures to 
borrowers in a given country. It is important to note that in 
many cases, banks set country limits that are substantially 
below legal lending limits. 

Moreover, cross-border loans, includino loans to developing 
countries, are regularly given separate scrutiny by bank 
supervisors. Country exposures are tracked by the supervisory 
agencies through semi-annual reports and through examination 
procedures ttiat include an assessment of a bank's internal 
systems for establishing its country lending limits and for 
measuring, monitoring, and controlling its country exposures. 
The Interagency Country Exposure Review Committee regularly 
evaluates the prudence of bank levels of country exposure 
relative to cttpital. A given exposure level may be deemed 
imprudent even through it falls well below the legal lending 
limit. 

b. Hith respect to Che limits on loans to single borrowers, 
we are comfortable with the proposed increase, believing that 
risk exposure would remain well within acceptable bounds. 
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In response to the concern voiced by ChairMan Isaac about the 
effect of including subordinated debt in the capital structure, 
we wish to note that the OCC has included subordinated debt as 
a part of uniapaired surplus since 1966. He have recently 
proposed a regulation that would require subordinated debt to 
be 'amottited' over the final five years of its life and 
excluded froa capital entirely once its resaining tera is one 
year or less. This would have the effect of reducing capital 
in soae national banks for the purposes of the legal lending 
liait. The published proposal fully explains the reasons for 
including subordinated debt in a bank's capital structure. 

Finally, it is iaportant to recognize that large loans in and 
of theaselves have not been the sole or even the priaary cause 
of bank failures. Rather, such factors as insider abuse, 
iaprudent bank practices generally, aisaanageaent, or 
aisjudgaent have led to pcobleas resulting in adverse 
financial iapact on bank operations overall. 

In his testimony. Chairman Volcker expressed concern regarding 
the manner in which increased acceptance authority might 
affect the expansion of reseive-free credit and proposed 
substituting a limit of lSO-200 percent of a bank's capital 
for S. 1720's 200-300 percent range. Chairman Isaac agreed 
with Chairman Volcker's suggestion. In the context of bank 
supervision, we support increasing the aaount of acceptances 
that can be created by banks. He do, however, share Mr. Volcker'i 
concerns regarding monetary policy and financial aarkets. He 
would not, therefore, object to the establishment of a 
statutory ceiling of 150-200 percent of a bank's capital on 
acceptances. He would nevertheless prefer removal of the 
statutory ceilings in favor of a provision granting the 
Federal Reserve Board authority to adjust froa time to time, 
by regulation, the amount of acceptances which a bank may 
create. An alternative approach would be to establish a 
ceiling of 150-300 percent of bank capital. 



lyGoogle 



Th« Securities industry Asaoclation provided to the 
CoBBittee a copy of a letter which it sent in Harch 19S1 
to CoMptrollec Heimann concerning banit invoivenent in 
Municipal finance. In particular, the SIA argues that 
the roles which banks can play in municipal bank issues, 
where they act as underwriter and also Issue a letter of 
credit relating to the project, create competitive 
advantages over non-bank underwriters. 



What about possible conflicts of interest when a 
bank is involved in underwriting a city's bonds and 
at the sane time issues a letter of credit backing 
the bonds? 



The Svcuclties Industry Association (SIA) letter of March 27, 
19S1, expressed concern regarding the potential for conflicts 
of interest and. unfair coatpetltive practices which Might arise 
when a conmeccial bank both underwrites a municipal revenue 
bond and provides a supporting letter of credit. Specificallyi 
SIA expressed the following concerns: 

• A bank underwriter, because of its liabilities under the 
letters of credit, may have a disincentive to work for 
the isBUer's best interest, i.e.. , the lowest net interest 



Revenues flowing to a bank as reinburseaent for the 
provision of the letter of credit may come from funds 
that would otherwise have been used to provide additional 
security to investors and/or additional revenue to 
issuers. Thus a bank acting as underwriter may not 
structure a bond offering so that it provides both 
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adequate security for the bond holders and naxi«u« 
flexibility for the iasuer in repaying and fulfilling its 
public purpose. 

• A bank providing letter of credit support for a bcaid 
Issue could, if the letter of credit was void upon issuer 
default, construct bond docuvents designed to increase 
the llklihood of technical default. 

• The aultiple role played by commercial banks in providing 
both banking and underwriting services creates the 
possibility that inequitable competitive practices, such 
as unfair pricing, may arise. This may limit the ability 
of issuers to negotiate freely and may eventually lead to 
a near-nonopoly situation for conmercial banks. 

This Office has considered the issues raised by SIA as part of 
its ongoing review of bank activity in the municipal bond 
market. In our review, wc found no situations In which the 
potential for conflicting interests noted by SIA resulted in 
inappropriate conduct by a bank underwriter. On the contrary, 
it appears that normal market disciplines made possible by 
full disclosure of the Multiple roles of a bank underwriter 
have protected and furthered the bast interests of both 
issuers and investors. He are c<mvlnc«d that most of the 
financings supported by letters of credit were arranged at net 
interest costs to the Issuers that were below prevailing 
market rates for similar unsupported Issues. 

Similarly, guaranteed levels of revenues payable to issuers 
made possible by bank-supplied investment services have provided 
Investors with more certain payment security. We think competitivt 
factors and full disclosure will continue to assure that the 
Interests of issuers and investors are well-served by bank 
underwriters who provide additional b< 
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Hoteovet, a nuabtti of null«c regional bank undecwcltete have 
begun to supply various support »achanisRS to issuers and 
these devices have enabled nonbank nuniclpal securities 
dealers to distribute securitias that, because of the general 
level of interest rates, night not otberwise have been well- 
received by investors. As market understanding of these Innovati 
financing techniques expands, we expect to see sore banks and 
dealers participating In the narket. Added participation and 
new techniques, such as pooled letters of credit provided by a 
consortiun of banks, should eliminate the possibility of 
Donopoly of this business activity by larger coBBercial banks. 
In this regard, Merrill Lynch, Dean Witter, Bache and Shearson 
have recently brought a tax-exenpt mutual fund issue to narket 
that Is supported by financing letters of credit issued by 
twelve I iiiMi II I 111 banka. It is possible and Indeed likely 
that this type of consortium arrangenent will be used in bank 
letter of credit supported financings of a single Issue of 
municipal aecucitias. 

He agree with SIA's conclusion that credit services provided 
by a bank may have greater investor acceptance than similar 
services offered by most securities dealers but we think this 
potential conpetltive Inequality Is more than offset by the 
advantages provided to issuers and Investors. Ne also think 
this potential competitive Inequality can in part be offset by 
credit Insurance programs presently available to all types of 
underwriters. Whichever type of support program provides the 
most efficient and least expensive product to capital market 
participants will emerge as the most successful program. He 
do not think it is our regulatory responsibility to Interfere 
with this market selection process on the basis of possible 
but unrealized conflicts of Interest. 
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We believe the foregoing is equally responsive to yout second 

inquiry about possible conflicts of interest arising fcom 
bank -supported unaerwriting of general obligation nunicipal 
debt. Bank-ptovlded assistance to general obligation issuers 

responsibility role. In a nuinbei of instances, banks have 
provided line oC credit assistance to general obligation 
issuers involved in issuing short term obligations characterized 
as 'municipal coiranercial paper.* In each such instance the 
general obligation issuer was able to come to market at lower 
net interest costs than would have been otherwise available 
without the bank support. Given the difficulties certain 
troubled general obligation issuers have had in bringing 
issues to market, it is entirely possible that bank-provided 
credit support will be a necessary conponent in such financings- 



Some witnesses have argued that this legislation is not 
needed, that the agencies have adequate authority to 
arrange mergers and otherwise deal with problem 
institutions. 

What would hap[>en if we do not pass this legislation now? 

How would this legislation facilitate agency actions? 



As we stated in our teatiacmy, in our opini<Mi, the legulatocy 
agencies currently have authority to deal effectively with 
distressed financial institutions. Should the legislation not 
pass, therefore, in all likelihood the Federal Boae Loan Bank 
Board and the Federal Deposit Insurance Corporation will contii 
to co*G to the aid of failing Institutions and arrange for 
■ergeis and acquisitions, as may be appropriate, under 
existing authority. In addition, the Federal Reserve Board 
may yet exercise its heretofore unused authority to permit 
acquisiticHia by bank holding companies of thrift institutions 
under soae circumstances. 
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The proposed legislation contained in Title I of 8.1720, with 
Boae »odi£icationB, would be helpful and, in the long run, Ray 
be necessary. Essentially, the bill would allow the supervisory 
agencies greater flexibility at a tisie when they nay be focced 
to deal with an increased nunbec of distressed institutions. 
This added flexibility will permit the agencies both to 
preserve the resources of the federal insurance funds In a 
nore efficient manner and to encoucage the establishBent of a 
Bore stable and dynaaic depository institution systeM. 

He are, however, concerned with the provisions of H.R. 4603, 
as passed by the House of Representatives on October 28. Ne 
appose the inclusion of a sunset provision in legislation 
designed to assure greater agency flexibility to address 
problem situations. Such legislation should, in our opinion, 
allow the deposit insurance agencies greater flexibility on a 
permanent basis. 

Second, we strongly oppose the floor amendment nade to the 
House bill which would limit the FDIC's powers to facilitate 
extraordinary acquisition. Under H.R. 4603, as passed by the 
House, "extraordinary acquisitions' may be arranged by the 
FDIC only for savings banks. That Is, the bill's provisions 
nay not be used to permit interstate or cross-Industry 
acquisitions of endangered commercial banks. While, at 
present, the savings banks are In greater need of the 
assistance, we believe that, in the Interests of preserving 
FDIC's insurance fund, the legislation should also allow FDIC 
the sane flexibility with regard to connercial banks. 

In SUM, we recCHiBend prompt enactment of permanent legislation, 
such as embodied in S. 1720, to allow greater agency flexibi- 
lity to assist troubled banks and thrift insltltutim^s as part 
of a total package which also assures the continued long-tern 
viability of all depository insltutlons. Congress can then 
begin to consider the broader agenda of concerns raised at the 
Committee's hearings. 
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^ FEDERAL DEPOSFT INSUMNCE CDHPDRATIOH. « 



Hoacsable Richard T. Pntt 

Gbalnw) 

Pedenl Hcne Loui Bnxk Bourd 

1700 G Street, N. f . 

iKSbliVtOD, D. C 20552 

Dear Dick: 

rhTTHry cur tppBiitJOOQ before tbfi Seiuit0 fViwiil tf ** oo Buklogj HousIj^, 
and Drtan illlra l«st Friday, Oudmu) (km adcad us to discuss tte 
question of iDdeaiiltica.tli:»i arlsliiK ait of tbe □oDverBim of StAte 
nutual s&idjags >*ftift» to fftdaral cbftjrter* 

As ynu knoB, our aeenclGE [rsvicusly woiked cut a caDtractuO. arraoBarat 
vberebr tbe EDJC agned to indeooi^ tbe Federal Bene Loan bok Board for 
a f i^year period after ccnveiBioo vlUi a reductltxi of peroentages as Vm 
period proKresBed. Tou have e ipfcmad scdb diasatisfactlco iltb ttie 
fomilA. le would be pleaaed to meet with you In an effort to rene^itiate 
tlie contract with a view toward reaching a mitually accqrtable famulA. 

It is In tbe interest d both cur agencies Id reach an mi i immiit en tMs 
■latter. I find totally uoaoceiitable tbe laDguaga on iDdemifickticti that 
was liK!cnpora.ted into the 'RegulatoiB ' Bill", B. R. 4003. Ycu find eqoally 
wiaceeptable tbe langimge In our contractual arranerc3nt irerlously 
ii<e3tl«.ted. Tbere mst be sane ndddle ground on which we can agrse to 
resolve this mtter so that tbe current odargs oa tbe coniensioa of 
State mutual saTlngs baidcs to Federal cbarter can be lift«d. 



1 look forward to bearlog fron ]rou 
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AnBW«xa to qutfations po««d by Chainun Gkm 
to Kr. Walter B. Hriaton aubBeqaent to 
Hr. Hriaton'a Oral TvatlKmy to tba niiwll I ■■ 
on Octobw 2S. 1981 on B.1720 

1. Nhan you apaak of the 'level playing field,' wtaidi we have 
been hearing so Much about, do you Bsan that yon si^port the 
principle that aqulvalent aarviccB ahould be et^ject to identical 
regulatory ay a terns i 

The 'level playing field' concept between providers of 
financial aervlcea would not necessarily require identical 
regulatory ayatema if the authority to regulate is suh- 
Btantlally aiiillar. It Kay be preferable to have such 
authority available to regulators more faiciliar with the 
reepecttvc inHtitutions concerned For example, it la 
probably desirable to have the Federal Bank Regiilatora 
primarily the regulatory authority for banka and the 
Securities and Exchange Conrnission priaazily 
the regulatory authority for investment banking firss. 
Through years of experience these agencies are Bore 
familiar with the institutions they have regulated and It 
ia probably counterproductive to have layers of regulators. 

2. In its preaant fon, S. 1720 would reguirE bank -a pon sored 
mutual funds to be registered under the Investment Co^any Act, 
and shares in the fund to be registered under the Securities 
Act. But, bank employees who sold fuzid shares would not be 
regulated as broker/dealers by the SEC pursuant to the Securities 
Exchange Act and a bank which advised the fund would not be sub- 
ject to registration requiiements or the ontifraud provisions of 
the Investment Advisers Act. £>o you see any reason lAy these 
inequalities in regulation should exist? 

As you indicated, mutual funds sponsored by banks would be 
required to be registered under the Investment Coef>any Act 
of 1940, and its shares would be registered under the 
Securities Act of 1933. The sale of euch shares would also 
be subject to the antifraud provisions of the Securities 
Exchange Act of 1934 Officers and employees of banks 
engaged in the underwriting and selling of fund shares, while 
not subject to licensing under the Securities Exchange Act of 
1934, would be subject to such standards with respect to train- 
ing, experience and sales practices as required by the applic- 
able federal regulatory banking agency. It cannot aerlously 
be argued that the banking agencies will not take this 
statutory requirement seriously and iiqxise appropriate standards. 
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ZnveatRient advisory aervlcaa provided by a bank irauld be 

considered a fiduciary aervice and as auch would be subject ' 
to subBtantial common law and Stat* Statutory restrictions 
against self-dealing. In addition, commercial banks would 
be subject to a further level of Bxamination and regulation 
by bank regulators to prevent any self-dealing (Regulation 9 
of the Comptroller of the Currency) . It is stibtnitted that 
this regulation is substantially more restrictive than would 
be the case for an investment adviser registered under the 
Investment Advisers Act of 1940. While that Act does provide 
inspection powers the SEC has rarely exercised such powers. 
Essentially the Act does not significantly restrict the 
activities of inveatment advisers or regulate their qualifi- 
cations. Its antifraud and self-dealing restrictions are 
no nore extensive than those to which banks are sublect under 
common law State Statutes and the regulations issued by the 
bank regulators, 

3. Many banks already enage in a nuiriaer of aecurities activities, 
auch aa the operation of common trust funds or collective invest- 
nent funds for retirement plans. It is eometimes argued that 
these funds 66YV6 sophisticated investors who need less protection. 
Of course it is not clear that Any degree of sophistication can 
protect investors from fraud or conflicts of interest on the part 
of a fund manager. As we continue tc dismantle the Glass-Eteagall 
Act's separation of investment and commercial banking, is there 
any reason why the securities laws should not be made applicable 
to these activities which appear to be functionally equivalent 
to mutual fund products? 

As Indicated in our answer to question 2,, we believe that 
the restrictions placed on bank fiduciary operations by 
State and Federal law and regulation are at least as restrictive 
4s those contained in the Investment Company Act of 1940 
and the Investment Advisers Act of 1940. In addition, bank 
fiduciary activities are subject to special examination by 
the trust examiners at least annually whereas inspection 
of the Securities and Exchange Coitmission by the Investment 
Advisers Act of 1940 ia very rare. In view of the ample 
protection afforded investors currently, we would see no 
need to make securities law applicable to the operation of 
comnon trust funds or collective investment funds for retire- 
ment plans even If a further dismantling of the 
Glass-Steagall Act were to occur. 
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Tha Garn Bill. S. 1720t Section 302 

At the October 19-30 Bearings of the Senate Banklngi 
Housing, and Urban Affairs Conunittee on this bill, a 
number of questions were raised with respect to Section 
302. Section 302 would permit a bank, a bank holding 
company or a subsidiary thereof, a savings and loan 
association, a savings bank or a credit union to 
organize, sponsor, operate, control or render Investment 
advice to a mutual fund and would further authorize such 
InstitutionB to underwrite, distribute, sell or issue 
securities of any mutual fund. 

Generally speaking, representatives of the banking and 
thrift industries supported Section 302 as proposed. 
Representatives of competitive Institutions, most 
notably the Investment Company Institute and the 
American Council of Life Insurers, opposed the section 
on the basis that more study was required as to overall 
bank involvement in the securities industry. 

The Administration, through the Secretary of the 
Treasury, supported the adoption of Section 302 with a 
caveat that all securities activities of banks be placed 
in a bank holding company subsidiary. The Comptroller 
of the Currency, the Federal Deposit Insurance 
Corporation and the Home Loan Bank Board generally 
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supported Section 302 as set forth in S. 1720. The 
Securities and Exchange Comnisalon supported Section 302 
but argued that there should be full regulation by the 
Comnission. The Board of Governors of the Federal 
Reserve Systen, In testimony by its Chalman, expressed 
concern about pemitting banks and thrift Institutions 
to offer money market funds, arguing that such services 
would attract more funds from traditional deposits — 
potentially adding liquidity pressures to the current 
earnings problems of thrifts. In additlouf the Chairman 
stated that the diversion of funds from deposit accounts 
to money market funds would raise serious questions for 
the conduct on monetary policy, since money market 
shares carry no reserve requirement and major shifts 
from deposit transaction accounts into money market 
funds could gravely impair the Federal Reserve's ability . 
to control money stock. The Federal Reserve recommended 
against permitting banks or thrifts to have money market 
mutual fund authority at this ti"". and proposed instead 
that exist-ing money market funds be subject to reserve 
requirements. The Federal Reserve would permit other 
funds to be operated by banks through their trust 
departments as commingled investment accounts. 
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The opposition to Section 302 can be generally 
characterized as involving the following four factors: 

1. COHpetitors argue that further study is 
necessary on the overall regulation of 
securities activities of banks and UiriftSf 
including the enhanced activities proposed 
in S. 1720, primarily to equalize the 
regulatory burden and to avoid possible 
conflict of interest situations for bonks. 

2. The activities proposed In Sections 301 and 
302, together with other securities activities 
currently conducted by banks, should be 
provided through a separate subsidiary of a 
bank holding company under Section 4(c)(8) of 
the Bank Holding Company Act of 195G, as 
amended, in order "to level the playing field." 

3 . The additional authority contained in Section 
302 will result in added liquidity pressures 
for thrifts. 

4. Section 302 would have a negative impact on 
the Federal Reserve's monetary control and, to 
equalize regulation and enhance monetary control, 
reserves should be imposed on money market funds. 



Further Study and Conflicts of Interests 
The issue of sponsorship and sale of mutual funds by 
banks has been the subject of numerous hearings before 
House and Senate committees since the late 1960s. The 
Issue has been analyzed fron every possible point of 
view and there has been no showing that banks are not 
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capable of providing such services. In fact, banks have 
for years provided common and collective trust funds for 
fiduciary customers without detriment either to the 
investors in those funds or to depositors. Commercial 
banks have been in the anomalous situation that they may 
con^tete for and manage huge auma in common trust funds 
and collectively invested pension funds but may not 
organize, sponsor or sell such pooled investment services 
to the public at large. The authority contemplated by 
Section 302 would enable banks to serve customer 
convenience by competing with investment products 
offered by registered Investment adviser's and insurance 
companies instead of continuing to be restricted to the 
wealthy segment of the market, 

As indicated above, the provision of services through 
common trust funds has not resulted in any demonstrated 
conflicts of interest. It is difficult, therefore, to 
understand the basis for forecasts made by competitors 
that banks will engage in practices which constitute 
conflicts of interest any more than registered 
investment companies when the funds offered by banks 
will be subject to precisely the same regulation under 
the Investment Company Act of 1940 as are registered 
investment companies. If the business is conducted as 
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conmingled agency accounts In fcruBt departments, it vlll 
be subject to the fiduciary regulations adopted by 
Federal banking regulators which also severely limit 
self-dealing. 

From a competitive point of view it Is essential that 
the banking Industry be permitted to offer mutual fund 
services. Mutual funds today have approximately $212 
billion in assets. Of this amount approximately $161 
billion is in money market funds. Money market funds 
are so constructed as to be competitive beyond ai^ 
question with bank depository services, but with the 
very Important advantage that the funds are not subject 
to rate or maturity restrictions. Honey funds are 
offered with check-writing privileges and many of them 
can be used as a complete substitute for demand deposit 
accounts. Hence, it is clear that banks and thrifts are 
in competition with money market funds on the deposit 
side of the balance sheet. The mutual fund industry has 
a very substantial additional advantage: it can also 
offer a family of funds, i.e., equity, government 
securities, long-term debt, real estate, etc., thereby 
providing a much fuller range of services to customers. 
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On the asset side o£ money market funds, approxintat«ly 
36% of the total is invested in commercial paper — some 
$SS.5 billion in Septeniber 1991. In addition, such 
funds held 6t of their assets in bankers acceptances — 
some $12.7 billion in September 1981. Contrast this 
with their holdings of domestic commercial bank CDs in 
September 1981 of $36.2 billion, or 22.5% of fund 
assets, (This mix hardly justifies the belief in some 
quarters that money funds are nothing more than a 
conduit for funnellng funds into the banking system.) 
The other assets held by money market mutual funds 
include investment securities (primarily D.S, Treasury 
and Federal Agency securities), foreign bank CDs, and 
securities repurchase agreements. The assets of money 
funds, then, are much like the assets of commercial 
banksi commercial paper (i.e., loans), bankers 
acceptances, interbank deposits. Investment securities 
and securities repurchase agreements. 

Hence, both on the liability side and on the asset side, 
money funds are in direct competition with commercial 
banks. Notwithstanding these striking similarities, the 
mutual fund industry, over 7S% of whose assets Is in 
money funds i continues to quibble over who should 
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regulate whom. It l8 submitted that In many ways the 
Federal banking regulators may be in a better position 
them the SBC to regulate money market funds. 

Any claim that bank involvement in money funds, or for 
that matter in any other mutual fund, is destined to 
result in unconscionable dealings overlooks the sub- 
stantial prohibitions against self-dealing that are 
contained in the Investment Company Act of 1940 and 
existing banking regulations, such as tegulation 9 
issued by the Comptroller o£ the Currency. If a bank 
sponsors a mutual fund, the fund will be subject to the 
Investment Company Act of 1940. Transactions between 
the fund and its sponsor, adviser or underwriter would 
be severely limited not only by Section 17 of the 
Investment Company Act of 1940, but by Section 23A of 
the Federal Reserve Act (as it is proposed to be 
modified by Section 210 of S. 1720), and by the 
requirement to observe sound banking practices, both of 
which limitations are subject to examination by Federal 
banking regulators and the standards of accountability 
to shareholders and depositors. If a bank provides a 
commingled agency account. It will be subject to 
Regulation 9, either as a national bank or through the 
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interaction of the provisions of Internal Revenue Code 
Section 584 Cor other banks. 

The ICIr in testimony given to the Senate Banking 
Committee on Kay 13, 1981, cited a letter dated November 
4, 1974 from the then. Securities and Exchange Conunisslon 
Chairman, Ray Garrett, Jr. to the effect that "no issuer 
of securities is subject to more detailed regulation 
than mutual funds." If this is the case, it cannot 
seriously be argued that there is any real potential for 
conflicts of Interest between banks and mutual funds 
they sponsor. 

Hany competitors are quick to point out difficulties 
which sonM banks had with Real Estate Investment Trusts 
organized In the late '60s and early '70s. They all 
fall to note that REITs were specifically exempt from 
the provisions of the Investment Company Act of 1940. 
It should also be noted that while some bank- sponsored 
REITs had difficulty during the 1973-197S period, many 
REITs sponsored by non-banking institutions also had 
similar difficulty because of the substantial recession, 
junounting almost to a depression, which occurred in the 
real estate industry during that period. 
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separate Suboldtary 

Prom a cegulatory viewpoint the separate Bubsidlary to 
conduct revenue bond underwriting and mutual funds 
activities has little significance. Banks which are 
engaged in the municipal securities business are already 
subject to the regulations of the Municipal Securities 
Rulemaking Board. These Rules are the saaie as those 
affiled to non-bank dealers. Bank revenue bond under- 
writing and sales would be subject to this existing 
regulatory scheme, which was set up by Congress as 
recently as 1975. As Indicated above, nutual funds 
sponsored by banks whould be required to be registered 
under the Investment Company Act of 1940, the shares 
issued would be registered under the Securities Act of 
1933 and the sale of such shares would be subject to the 
antlfraud' provisions of the Securities Exchange Act of 
1934. Officers and employees of banks engaged in the 
underwriting and selling of fund shares, while not 
subject to licensing under the Securities Exchange Act 
of 1934, would be subject to such standards with respect 
to training, experience and sales practices as required 
by the applicable Federal regulatory banking agency. It 
cannot seriously be argued that the banking agencies 
will not administer this statutory requirement 
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diligently and inposa appropriate standards of training, 
exparienca and' Conduct. 

Investment advisory services provided by a bank would be 
considered a fiduciary service and as such would be 
subject to substantial common law and state statutory 
restrictions against self'-deallng. In addition, 
conanercial banks would be subject to a further level of 
examination and regulation by banking regulators to 
prevent any self-dealing (e.g.. Regulation 9 of the 
Comptroller of the Currency). It is submitted that this 
regulation is substantially more restrictive than would 
be the case for an investment adviser registered under 
the Investment Advisers Act of 1940. While that Act 
does provide inspection powers, the SEC has rarely 
exercised such powers. Essentially the Act does not 
significantly restrict the activities of investment 
advisers or regulate their qualifications. Its antifraud 
and self-dealing restrictions are no more extensive than 
those to which banks are subject under common law, state 
statutes and the regulations issued by the banking 
regulators. 

Bank dealer operations in D.s; Government and Federal 
Agency securities, like the activities of all others 
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•nga?*^ excluflively In that business, are presently not 
regulated by the Securities and Exchange Coaiaission. 
Other securities activities which banks may provide, 
such as private placement and merger and acquisition 
advisory services, have been traditionally provided by 
banks over the years for corporate customers and are 
subject to regulation and examination by the Federal 
banking regulators. 

In addition to an alleged regulatory advantage, 
commercial banks are alleged to have other advantages, 
such as substantial tax savings, econoaiic power, 
multiple services and favorable accounting treatment. 
Attached as Exhibit I Is a response to such allegations. 
The net effect of Exhibit I is to point out that such 
advantages do not exist except for certain tax 
advantages in the underwriting and selling of revenue 
bonds. It is true that banks may deduct as an expense 
all interest paid in the ordinary course of business, 
since no part of their funds can normally be shown as 
having been used specifically to acquire or hold tax- 
exempt issues, Other taxpayers, including investment 
banks, may not deduct the interest paid on fund* used to 
acquire or hold such issues. 
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In the market foi: bank-eligible tax-exempt securitlei a 
bank's ability to take a deduction is an integral part 
of the syndicate structure, and syndicates typically 
include one or more commercial banks, which acquire and 
hold the securities until the syndicate closes. Any tax 
savings engendered by the so-called bank tax advantage 
is therefore in effect "shared* between the commercial 
bank and investment bank syndicate members, and ultimately 
passed on to municipal bond issuers. The result of 
forcing the carrying oC bank municipal dealer inventories 
into non-bank subsidiaries would therefore be to increase 
the cost of funds for Issuers of general obligation 
bonds. It should also be noted that taxes are not the 
only source of cost differences between bank and non-bank 
dealers. Commercial banks, unlike Investment banks, are 
required to keep all or part of their reserves against 
deposit liabilities in non-interest bearing focmsj this 
requirement is the equivalent of a 100 percent tax on 
the interest income that could alternatively be earned 
on the reserve assets. On the other hand, the ability 
of investment banking firms to distribute tax-exempt 
securities through their large distribution systems 
represents an equally Important advantage for such 
investment bankers. 
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In view of the foregoing, the proposal to requirtt a 
separate subsidiary under the bank holding company 
system to provide existing securities services and 
revenue bond and mutual fund services would not 
substantially impact either banks or non-banks from a 
regulatory standpoint but could be very harmful to the 
market for tax-exempt securities. If, as suggested by 
the Secretary of the Treasury, further study is to take 
place with respect to other securities activities to be 
permitted to banks, the issue of the separate subsidiary 
should be included in that study. If, ultimately, a 
decision is made to effectively eliminate the Glass- 
Steagall Act prohibitions on commercial bank securities 
activities, and permit commercial banks to compete 
across the full range of securities activities, it may 
be appropriate at that time to require that commercial 
banks conduct the full range of such business through a 
separate affiliate. 

D Is intermediation Concern 

As indicated above. Chairman Volcker of the Federal 
Reserve Board would postpone the offering of money 
market funds by banks and thrifts at this time because 
of the possible placing of liquidity pressures on the 
thrifts. The issue here is not whether liquidity 
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presaure will be brought about by th« offering of noney 
funds by banka and thrifta; whether or not banka and 
thrifts offer such funds, they will be available to 
bank cuatoners. They will be available either through 
existing money funds, new money funds (auch aa that 
proposed by Sears), money funds directed at bank 
customers by such organizations as VISA and MasterCard, 
or money funds offered by combinations of thrift 
Institutions such as Coast Federal Savings and Loan of 
Sarasota, Florida and Perpetual Federal Savings and 
Loan, Washington, D.C. Additionally, retail repos, 
which do not result in additional deposits available to 
fund new assets, will continue to be offered, tt Is 
submitted that liquidity pressure will result almost 
wholly frcrni the Inability of banks and thrifts, con- 
strained by Regulation Q, to offer a market rate of 
return. The proposal of the Federal Reserve to impose 
reserves on money funds was rejected by Congress early 
this year, and even if reserves were now imposed, they 
would not be significant enough to alleviate the 
liquidity pressure. 

Only one of several associations representing banks or 
thrifts raised significant objections to Section 302 and 
that dealt mora with the Interstate banking aspects. 
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since the provisions of the Investment Company Act of 
1940 would prohibit the investnent by a bank- sponsored 
mutual fund in CDs or other obligations oC the sponsoring 
bank without specific exemption by the SEC, it is 
difficult to see how this authority would result in any 
breaking down of interstate barriers. 

Monetary Control 

The Federal Reserve also expressed concern that the 
banks would divert funds trom deposits to mutual fund 
shares and thereby adversely impact the Federal Reserve's 
ability to develop the necessary statistics and control 
money supply. It is inconceivable that banks, unless 
forced to do so by market conditions, would divert funds 
from deposits to shares of mutual funds. BaiUcs will 
continue to have the need to fund the asset side of 
their balance sheets which, as indicated above, is not 
possible through a money market mutual fund because of 
restrictions on transactions with affiliates in the 1940 
Act. Clearly, for deposits in excess of $100,000 there 
would be no competitive pressure to channel funds into 
money market mutual funds because banks may already pay 
a market rate of interest. The same would be true for 
deposits of less than $100,000, evch as the 6-month 
Honey Market Certificate, the 30-month Small Savers 



lyGoogle 



61 

Certificate, IRA and Keogh funds and other accounts 
which the Depository Institutions Deregulation Conunittee 
may authorize in the future to provide a market rate of 
return. In these circumstances it does not appear 
necessary to preclude commercial banks and thrifts from 
competition with money market funds. As the Chairman 
testified, monetary policy would be gravely impaired if 
major shifts from depository transaction accounts were 
made to money market funds. On the basis of the Core- 
going it is highly questionable whether major shifts 
would occur. 

A related issue raised by the Federal Reserve was 
possible confusion in the minds of depositors if banks 
also offer money market funds. The Federal bank regula- 
tory agencies, both in proposed Section 302 and otherwise, 
have ample authority to adopt regulations and guidelines 
relating both to the use of a sponsoring bank's name in 
the title of the fund and the avoidance of conflicts of 
interest and self-dealing, if it is felt that the 
provisions of the Investment Company Act of 1940 are 
inadequate. 
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Commercial banfca are alleged to hav ■nbatantlal tax 

advantage a . 

a Comnercial banlcs ace generally pemitted to deduct 

all interest paid in the ordinary courae of business, 
since no part of their funds can normally be shown 
as having been used in connection with the purchase 
and carrying of tax-exenpt securities. 

• Comnercial banks are pemitted to establish a 
reserve for both wholly worthless and partially 
worthless securities and securities fims cannot 
claim a tax deduction for partially worthless 
securities. Bowever, banks must treat all gains 
froB the sale of such securities as ordinary 
Income while investment banking firms ore afforded 
capital gains treatment on any gains from sales of 
such securities held for investment. 

e Banks are permitted to use a percentage method of 
calculating deductible loan loss reserves because 
they are In the business of assuming credit risk 
in the making of unsecured commercial loans. 
There is no need for such a percentage method 
for securities firms because the bulk of their 
lending is on a secured basis (i.e., margin loans). 
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• Foreign tax credits do not effectively lower O.S. 
taxes as alleged since the foreign tax credits can 
never exceed the O.S. tax on foreign income. In any 
event investment banking firms can also utilize tax 
credits against foreign source income. Domestic 
tax-exempt income is equally tax-exempt for commer- 
cial banks and investment banking firms. 

• There Is no direct tax benefit to commercial banks 
as a result of the issuance of All Savers Certifi- 
cates. While It is true that for roughly 15 months 
commercial banks may attract funds at lower than 
market ratee, the law requires that 75* of incre- 
mental funds be Invested in much longer term 
assets, particularly real estate mortgages and 
therefore the long term advantage is questionable. 

Commercial banks have more economic power ( PDIC- insured 
deposits, lower cost funds, trust funds, investment port- 
folios, correspondent bank Inveatniente) . 

• The ability of banks to generate deposits from 
consumers has been substantially eroded by money 
market funds and inability of banks to pay a 
market rate of return because of the restrictions 
oC Regulation Q. This trend toward dlsintemedia- 
tion of comnerclal banks will continue as long as 
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Regulation Q renains and the ability of ccuiarclal 
banks to recapture customers vto have shifted to 
other intermediaries will be limited. 
Honey center banks rely very substantially on money 
market Instruments for funding. The rates paid on 
such Instruments are competitive. In today's market 
the only May banks can conpete with money funds Is 
to encourage consumers to Invest in higher rate 
instruments, auch as 6-month certificates. There- 
fore, the amount of below-market funds is nominal 
and will be non-existent when Regulation Q disap- 
pears. The cost savings derived fron the banks' 
ability to access the Federal funds market and 
the Federal Reserve discount window are «ore than 
offset by the coat to the banks of maintaining 
reserves and paying FdIC assessments. 
All trustees and fiduciaries are subject to sub- 
stantial common law and statutory restrictions 
against self-dealing. Commercial banks are 
generally subject to a further level of regula- 
tion and examination by bank regulators to 
prevent any self-dealing with trust funds 
(e.g.. Regulation 9 of the Comptroller of the 
Currency) . 
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• Banks maintain prudent inveatment portfolios in 
goveriunent and municipal Becuritiea which are 
subject to examination by bank regulators. The 
maintenance of these accounts does not provide 
any appreciable economic leverage to banks. 
Correspondent bank investments are by and large 
controlled by the correspondent bank and not by 
the respondent bank. 

It is alleged that commercial banks have multiple 
services to offer tax-exempt issuers . 

• Hhile multiple services are often available, 
banks are prohibited by law from tie-in sales. 
Many of the trust and credit services which are 
provided by banks could be provided by affili- 
ates of investment banking firms, 

• In the provision of services for tax-exempt 
issuers it is of critical importance that both 
commercial banks and investment banking firms 
be part of the syndicate. The investment 
banking firms have the distribution systems 
necessary to sell tax-exempt securities in 
today's market because they are not subject 

to the interstate restrictions that have been 
placed on commercial banks. 
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Commercial banfca are said to have an advantage In 
not being recpjlred to carry bond Inventory at 
true market value . 

• Cominercial banks In their dsaler c^eratlons in 
government and Municipal obligations ar« 
required to ca^ry the dealer inventory at 
■arket value. 

e A coniMEcial bank's inveatKent portfolio is 
carried at coat and ns understand that a 
nunber of the inveatnent banking firms also 
carry their investment portfolios at coat. 

• nio implication that banks can nanage operating 
earnings by tining disposition of Inveatsent 
securities ia aimply not true since gains and 
leases on the sale of Investvent securities , 
are reported "below the line" after operating 
earnings . 

e It is indeed debatable whether conmercial banks 

have regulatory advantages in the conduct of 
their securiti«s activities, While it is true 
in soma cases they are not subject to the 
supervision of the SEC, they are subject to 
aupervision and regulation 1^ one or more 
Federal and/or atate regulators. Bank 
holding companies and their non-bank subsid- 
iaries are fully subject to the aane regula- 
tion as investment banking flrsis. 
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November 9, 1981 



The Honorable Jake Garn 
United States Senate 
Committee on Banking, Housing 

and Urban Affairs 
5300 Dirksen Senate Office Building 
Washington, D.C. 20510 

Dear Senator Gam: 

Enclosed are my responses to the questions you sent for the 
hearing record In conjunction vflth the pending financial 
institutions legislation. 



^dames D. Robinson, III 
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Anmmtu to Senator Gacn'B Qa*stlons 



Q)l. Tou aie very supportive of actions to deregulate the 
financial servicea Industry. Aa one reaaon Cor aore 
coapetltlon and leas ragulatlon, you and others have 
referred to the ability of conauMers to obtain greater 
benefits In an unregulated e 



a. Will borrowers obtain lower priced loana? Or, as is 
presently the case, will larger buatnesses be the only 
ones with the leverage to negotiate loan rates — 
leaving snaller businesa and individual borrowers In a 
relatively non~ne got! able envlronaent? 

b. Parallels were aade during the hearing on October 29 
between banking and other regulated industries. Since 
your coapany Is involved in securities activities, I 
would appreciate your conmente as to whether the end 
of fixed rate securities brokerage comnlsslons in 1975 
has led to lower or negotiated connlssion rates Cor 
snaller customers or has it only neant negotiated, 
lower rates for institutional inveetors? 
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. An unregulated enviconment, in and of itself, cannot 
guarantee lower priced loans for any borrower. In an 
inflationary, high- inter eat rate environment statutory 
barriers to competition, such as Regulation Q and the 
prohibition against interest payment on demand 
deposits, can and have resulted in disintermediatlon 
and the creation of new services such as money market 
funds, Hhile these deposits aren't 'lost* fron the 
banking system they often are recycled elsewhere. 
Thus, the draining of deposits from local banks and 
thrifts reduces the anount of funds they have to 
lend. This Is especially troublesone for smaller 
banks and thrifts that do not have ready access to 
national money markets sincet as their deposit base 
shrinks so does their ability to extend credit. Also, 
as the supply of funds decreases the cost goes up. 
Once such barriers are removed such institutions will 
at least have access to funds, which is a step in the 
Eight direction. However, this should not be expected 
to, assure lower interest rates. 



, Since the end of fixed rate securities brokerage 
comissions in 1975, smaller retail customers probably 
have, on average, had to pay higher commission rates. 
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Q) 2. ScNM of th« wltnsBBttB ducing the CoMiittca's heatings 

have advocatad pronpt legialativs action along tha llnea 
of S. 1720, In order to open up naw coapatitlva 
oi^oEtunitles foe dapoeltocy Institution!. Othar 
Hltnessas hava cauttonad against ptoapt action, 
advocating Instead a such alooec approach. 

Maamthlla, your coapany and others are aovlng decisively 
to enter new lines of business and to create new 
conblnatlona oE services. 

Is It safe to asstne that your coapany and others will 
continue this trend, regardless oE what Congress does In 
banking legislation? 



A) 2. I cannot apeak for other conpanlea. American Bxpress, as 
I indicated in ay testlaony, believes that new 
coabinatlona and types of financial services result Croa 
efforts to eatiafy conauaer deaand. Ne will continue to 
develop anA Market high quality financial service 
products. Nhete a^ropriate new products will be offered 
at retail directly to out custoaers. Likewise, we will 
continue to develop new products that can be offered 
wholesale through banks and thrifts to assist thea In 
meeting their customer needs. 
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0)3> In your testimony, you stated that any reform program 
should not weaken protection against conflicts of 

. self-dealing and abuse of customer funds. 



sn>t it true that while Glase-Steagall confines 
the activities of depository institutions in order to 
avoid many of the activities which led up to the 
Depression, financial services institutions are free to 
violate eone of the policies underlying Glass-Steagall? 



A)3. Ho, this is not true. Financial service Institutions, to 
use your terminology, are not free to 'violate some of 
the policies underlying Glass-Steagall', which was 
primarily designed to separate banking and commerce. For 
example, banks are not free to enter the securities 
business, and securities firms cannot accept deposits. In 
the eye of the public 'deposits* connote safety because 
of government Insurance. The public also understands 
that 'investors' bear the risks and accept the rewards of 
their investments. We believe that the policies 

underlying Glass-Steagall I.e. separating the 

'deposit*, or safekeeping, function, from the 
'Investment", or risk taking, function are still valid. 
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H«v«rth*leBS, we lecognlie that thec« hav« b«*n lapottant 
technological changes, In the Cl«lda of coaputeia and 
teleconmunicatlons, that have changed the operating capacities 
of banks and aecurltles flrns, and soBetiaca appear to hav« 
blurred the dlatlnctions between the*. Theac changca certainly 
auggeat the need for a thorough reviaw of Glass-Steagall . But, 
any progran of refocn should not weaken bonafida protectiona 
against conflicts of intecast, self-dealing and abaae of 
custoner funds. 
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Th« AdnlntstratLon has cecomended and Hi, Birk of 
Herrill Lynch has seconded the recommendation that, under 
S. 1720, If a bank chooses to underwrite municipal 
revenue bonds or operate a mutual fund, the bank should 
b« required to establish a separate subaldiaiy which 
would be regulated by the SBC. 

a. Do you believe It would be good policy to deregulate 
the financial services Industry by requiring such a 
separate subsidiary when a financial Institution 
subject to on* Ped«ral or State regulator seeks to 
enter a line of business traditionally subject to a 
different regulator? 

b. If you agree, do you believe that investaent banks, 
insurance conpanies, and finance conpanles should be 
required to set up separate subsidiaries regulated by 
banking regulators If they wish to enter lines of 
business tradionally reserved for connerclal banks? 
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a. Th« Atainistration' a EacoaaMfldation tbat a bank 
chooalng to undarwcita Kunicipal ravanua bmda or 
operate Mutual funds b« caquirad to •stabllati a 
aaparata aubsidiacy ragulatad by tha SBC ia a naw and 
interaating id«a particularly for tba larger 
institutions. I tbink It ebould ba axaalnad carefully 
along with any other idaaa to aodarnlM 
Glasa-Staagall . The CoaMittaa Hy wiah to gin 
special consideration to tba needs of SBaller 
institutions. Including tba OEportunlty to own a 
separate subsidiary within tba bank rattaar than 
through a holding conpany structure. 

b, perhaps, if those aubsidlarias are da Jura banke, with 
all oC the rights, privileges and raspmisibilitlaa of 
a 'bank*, pursuant to tba.partlnent statutes. 
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MhiID Lyach I Gikliic. 



The Honorable Jake Garn 

Chalrnan 

ComiDlttee on Banking, BdusIdb, 



Dear Chalrnan Gai 



: Hovembet 2, 1981 



9. 1981. 

As I Indicated to memberB of your staff previoualy, 
Ht. Birk vill be out of the country until Naveaber 

Fending Mr. Birk's return, suboltced herewith are 
anauera to the queatlons in which, we believe, he 

these anauera by Hr . Blrk, we ulll contact you 
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:it Is safa to asBune 
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PRUDEHTIAl. INSURANCE CfWPANY OF AMERICA 



REPLIES OF ROBERT A. BECK 

TO QUESTIONS FROH 

U.S. SENATE COmiTTEE ON BANKING. 

HOUSirtG. AND URBAN AFFAIRS 



I . You are very supportive of actions to deregulate the financidi serylces Irtdustry . 
As one reason for more competition and less renulatton, you and others have 
referred to the ability of consimers to obtain greater benefits in an unregulated 

(a) Win borrowers obtain lower priced loans 7 Or. as Is presently the case, will 

larger businesses be the only ones with the leverage to negotiate loan rateT — 

leaving snaller business and individual borrowers in a relatlirely non- 
negotiable environment? 

ANSWER: In the financial services Industry — as in other Industries -- the 
basic economic rationale for deregulation is to increase efficiency. 
The primary measure of efficiency in the financial services Industry 
is the spread between rates received by savers and rates paid by 
borrowers. More competition and less regulation would lead to a 
narrowing of this spread but not necessarily to a lower level of 
rates because the equilibHum level of rates is determined by a lot of 
other dynamic forces. If it were possible to hold everything else 
constant, however, we believe more coinpetHion wculd ultimately produce 

In a conpetitive environment, loan rates ultimately reflect differences 
In default risk and the cost to service a loan. So I don't think It is 
unreasonable to expect that the rate on a multimillion dollar loan to a huge 
corporation would be less than the rate on a 150,000 loan to a s«*11 
business or an individual with limited capital resources. Your question 
seems to suggest that deregulation nay lead to. discrininatlon in loan 
rates — that is, to a differential between small-loan rates and larcie-)oan 
rates that exceeds the spread implied by differences in risk or service 
costs. Such discriminatory rate spreads would enable -* In fact, would 
induce — financial institutions to earn higher risk-adjusted net 
returns by serving small borrowers instead of large borrowers. But such 
discrimination could occur and continue only If the financial services in- 
dustry were noncompetitive or segmented by regulation so as to prevent eoii»>e- 
tltion for the nore attractive discriminatory yields. 1 think the current 
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efftrti of btnks to broatoi their product Unei and the 
diversification of othei- fliwnclal Institutions Into new lines of 
business suggost that the financial services Industry Is going 
to twcone one of the most coBpetltlve and efficient Industrie* 
In our entire eeonoiny, especially If additional restrictions m 
coflpetftlon are ranoved. 

Regulator? devices such as usury Units and ceilings have been used to 
try to aid Individuals and small businesses by attei^itlng to ensure a 
supply of loans at relatively low rates- But the effect of those 
devices has been to titarally dry up the supply of lendable funds when 
■ariMt rates rise above the regulatory limits. 



actlvltlis. I MQulJ aopraclati your cwiwnttM to whether the end of 
flMJ rate weuHtiw brclwr«B« cowsissions in 1975 has led to lower or 
Seootiated cwwmicw ratw tor waller eusteaars or has it only Mant 
negotiated, lower rati for institutional investors? 

ANSWER: Since fixed rates on securities brokerage transactions were eliminated, 
prevailing cornlsslon levels have reflected underlying economics and 
the forces of ccn^etitlon, and I believe all Investors have benefited. 

Co*p«t1t1ve conlsitont have meant sharply lower rates for Investnent 
Institutions because pre-ig75 fixed rates did not appropriately 
reflect the actual cost of the brokerage services perfoniwd. Those 
benefiting from these lower rates Include our econcap's smallest 
Investors - millions of insurance policyowners and pension beneflelarie 
whose finds are Invested by institutions acting as their interaedlarles 
for their financial security. 

Individual Investors who buy and sell sloeki for their own accouit also 
have benefited from competitive connlsslons because they now ctn 
select the brokerage services they want. Those who want full service 
p«y a coepetltlve rate that reflects underlying costs and sowtimes a 
prenlw for special enpertlse, financial strength, and so forth. 
Those who want less can get It from brokerage fine that ar« wlllino — 
and are now able -- to charge less. 
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ANSWER: Financial institutions are entering new i Ines of business and 

creating new confclnatlons of services because the world In which 
we operate has changed. We are responding to consumer needs and 
expectations that have been altered very dramatically by Inflation, 
high Interest rates, the increased sophistication of our customers, 
and the development of wholly new ways to deliver financial products 

We must do aur best to anticipate and adapt to such changes. At 
Prudential we want to position ourselves so we will be able to provide 
our customers with the full range of financial products and services 
thty want now and are likely to want in the years ahead. 

How we proceed will, of course, be influenced by the regulatory 
constraints in force in the markets we serve, and regulatory changes 
affecting our coaipetitors could very well have repercussions that 
affect our own plans. 
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Ue are perfectly willing to enter into full conyetitlon with other 
types of financial Institutions, including binks, so long as they are 
siAJect to the sane regulatory constraints that we are in those merfcets 
where we ronqiete. I share the view of those who argue that banks, as 
federally insured depository Institutions, have unique characteristics 
and enjoy certain advantages that other financial institutions do not 

sure that other institutions are not put at an unfair disadvantage 
where banks are permitted to engage in non-banking activities. 
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I havi M obJKtlont to periritting banks to enter the insurance 
business If they do so by esttbllihtng separate Insurance subtldlaHn, 
assuMlng those substdlarHcs were siAJect to the same regulations as 
insurance coNpanies are. I believe this oould serve to niniiriie the 
banks' uniqje advantages. 

On the other hand, if changes are to be made in banking regulations. 
I believe we should also re-exanrine the restrictions on non~banking 
institutions. Prudential has no desire at this tiae to go into thi 
banking business. However, If banks are pemltted to enter the 
insurance business, I believe insurance conpanies should be pemitted 
to enter baniiing, especially if banks obtain some advantages in th«tr 
Insurance business by virtue of their banking relationship. If that 
Is the case, we should have the sane opportunity to obtain those 



■ The AtWnlstmtlon has recowendad and Hr. j lrk of Merrill Lynch has leconded 
the recjwiendatinn that, under 5. 17Z0. It'a'liank chooses 'to'un'deTyri^e 
municipal revenue bonds or operate a mutual fund, the bank should be required 
to establish a separate subtldiarx which would be regulated by the SEC. 

t would be agod policy to deregulate the financial 
services inousTiy by requiring such a'sepiriite subsidiary when a 
"financial Institution subject to one Federal or State regulator seeks to 
enter a line of business tradltlDnally siAject to a different rey l ator ^ 

AHSWER: Our position is that cowpetitors in the same line of business should 
be subject to the same regulatory constraints. Everyone should be 
required to conpete under the same set of rules. 

In his testimony before your Committee on October 19, 1981, Secretary 
of Treasury Donald T. Regan suggested that banks entering new lines of 
business within the financial services Industry be required to do 
so through bank holding conpany subsidiaries as a means of ensuring 
that all financial institutions have the opportunity to compete on a 
level playing field. He support that suggestion as a relatlwiy 
sinple neans of achieving 'regulaton' parity" annng coilietltors. 

Kg also find persuasive Secretary Regan's arguments that feierally- 
Insured depository institutions have unique characteristics that 
warrant isolating their traditional functions from the kinds of risks 
associated with other financial serviced, such as underwriting corporate 
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In addition, where a particular business area has been subject 
to substantial regulation over the years by i knowledgeable, experienced 
agency such as the Securities and Exchange Connlsslon, It seeps 
appropriate to require that boe!/ to regulate all of tJie con^wtltors 
\!\ that area. If a new agency were asked to regulate a portion of 
that business, the 11ke1y result would be that the investor or consuwr 
would receive different standards of protection, depending on the 
Institution he deals with. 

It oay be possible to adileve regulatory paHty without the use of 
subsidiaries. Our own experience, however, has been that It Is very 
difficult to mesh two regulatory schemes designed to achieve different 
purposes when a heavily regulated business, such as an insurance 
company, attempts to engage in a new line of business. For example, 
in order to sell variable annuities that were held to be securities 
subject to the securities laws, Prudential was required to register 
with the SEC as a "broker-dealer." Many of the SEC regulations were 
extremely difficult for an Insurance company to comply witti. Me 
believe It makes a great deal of sense to require a bank to establish 
separate subsidiaries within a bank holding co^any system when it 
expands its business beyond the traditional banking functions. 

If vDu agr ee, do you believe that Investment banfa . insurance companies, 
e companies should be required to set up separate subsidiaries 
' ' lators If they wish 'to enter lines of business" 

r commercial oanksT 

If other financial institutions should seek to enter the b«s1ness 
of accepting federally-Insured deposits, we agree that such 
activity should be undertaken through a separate subsidiary. As 
a matter of fact, under the New Jersey insurance )aw which regulates 
Prudential's corporate powers, we are prohibited frcai engaging in 
such activity except through a subsidiaiy. 
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Indapendant Bankers ABBoclation of Kmerlcs's 

RaBponae to QueBtiona from the 

Senate Conmittae on Banking, Bousing S Urban Affairs 

H»aringe on Financial Inatitutiona Restructuring Legislation 

(S. leBG, S. 1703, 5. 1720 & S. 1721) 



Secretary Besan has reconneaded tbat banks be autborlzed to 
underwrite Bunlclpal revenue bonds and to operata conminBled 
agency accounts, but that such activities be conducted only 
throu^ non-bank subsidiaries of bank holdlne conpanles. 



B. Do you agree or disagree with Secretary Regan's point tbat 
It is not possible to create a "level playing field" 
unless bank holding companies, ratber tban banks, are 
granted these new powers? 

a) We support Section 301 of Title III of S. 1720 
trttlch would pecnlt national banks to deal in 
and underwrite revenue obllgatlonB isBued or 
guaranteed by a state or any political subdivision 
thereof, IC such obligations are eligible for purchase 
by a national bank for its own account. The extension 
Of bank underwriting authority to include revenue 
bonds ahould have the public benefit of stimulating 
competition among underwriters and reducing borrowing 
costs for bond issuers. 

He also support Section 302 of the Title which would 
permit banks, bank holding coKpanlea, and other 
financial institutions to organiie and operate an 
investnient company as well as handle th* aecucitias 
of any InveBtnsnt company. Our support for this 
section is reluctantly reached in the absence of 
appropriate regulation Cor thoae busineBseB offering 
money market mutual funds and other bank-like aervices. 
This section would enable depositary institutions to 
operate competitive commingled agency accounts and 
could help to halt the heavy loss o£ deposits to 
firms not regulated by depository institution 
regulations . 

b) Limiting the new powers authorized under Title III 
to bank holding oompaniaB would unfairly restrict 
the benefits to the nation's larger banks. Host 
small banks axe not structured as banX holding 
companies, and It is patently unreaaonable to force 
them to go through the hoops of costly restructuring 
just to be able to offer this service. The investaent 
service can be appropriately offered through the trust 
department of a bank. It 1* inequitable for tha 
Treasury Secretary to attenpt to dictate which financial 
Inatifcutions should be entitled to offer money funda if 
such powers are authorized. 
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2. Do you expect th»t BD&llsr banks would be likely to boc 
involved In undorwrltlng of revanue bonds mai sale or t 
agency accounts, or would these or otber securltlea act 
be of Interest only to the largest banks? 



Out ABSOciation has long been concerned that authoriiing 
banks to underwrite leuenue bonds could load to increased 
concentration of economic: power tor the money center bank*. 
Wo endorsed that portion of the propoaed legislation emly 
after a special vote was taken of our Administrative Co«- 
mittee and fe-deral Legislation Committee The bankers 
who are members of these committees represent a diverse 

They determined that the advantages of revenue bond 
underwriting to smailer banks and the public were 
significant Me cannot realistically expect that 
smaller banks will become Involved in the underwriting 
o£ revenue bonds and other investment activities -on the 
scale of the larger banks, but our members anticipate 
that they will be active participants in this MW service 



The lending linlts on loans to single borrowers would be 
increased under S. 1720, from 10 percent of capital and surplus 
to a total figure of 25 percent. 



Ho* would it help the smaller Independ 



He endorse Section 201 of Title II which would 
liberaliie the statutory lending limits for single 
borrowers. Inflation has increased the aiie of 
loans required by many small businesses and farmersi 



needs of local customers with less nead for outside 

Xltbough general economic condition* and mora 
lenient bankruptcy laws have led to some incraaaes 
in loan Losses for all lenders In recent months, 
the proposed lending limit increase simply corre- 
sponds to credit needs uhich have become enlarged 
by inflation and should not bear significantly 

is a somewhat elusive aspect of financial performancep 
but a recent Federal fleserve study ( Federal Reserve 
Bulletin , June, ISfll) shows that smaller banks 
outperform larger banXa in several areas — such as, 
higher capital ratios, greater return On assets 
more stable composition of liabilities — indicating 

that small banks can well-manage the 1 '" 

lending limits. 
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The only precedent we have coDcernlng thrift* aith c 
leading pmers are mutual SBvlnga banliH la noat. It not all, 
States where nutuals are locRted. the; can lovaat eartmin per- 
centages of tbelr assets la commercial loans In tact, H.R. 4986 
authorized Federal BaviaeH banks to isveEt 5 percent cC tbelr 
cORinerclal loans. Even nlth such broader powers, 

Id home financing. In 19B0 , even as they put more money iDto 
BOvemment and other liquid Investments, nutuals had 66 3/3 
percant at their aaseta la raortgages. 

A. Given the fact that mutuals have stajredin boualns, why Is 

hare auch fear that sbtIdkb and loans >ould turn ISO dsKrees 
iwar from It? 

BousIdk is their business, but mortgage finanolng ia cyclical 
1 subject to wide swings. Business loans are atlll being 
ie today, but tew. If any, mortgage loans — variable rata 
fixed term — are being made because people can't afford 
Bm. So why not promote the stability of apeclallzed houe- 
j Institutions by permitting tben greater asset flexibility? 

By proaotlBg greater aasst tlsxlblllty for thrifts, doesn't 
"a bill help ensure the availability of housing credit in 
B long run? 

) Mutual savings banks have reniained in hon« financing, 
we assuBte, because mortgage lending historically 
has been a profitable busineaa for all thrift 
institutions. However, the climate in which 
savings banks operated up till ISflO is not illustra- 
tive of current times. The sudden change in economic 
conditions is tiie underlying cause of the thrift 
'problem", and it is only realistic to assiane that 
all thrifts would want to backpedal as rapidly as 
possible from the long-term bouaing loans that 
are currently the drag on their earnings The 
, houaing market ia already nearing stagnation and 
allowing thrifts to move towards commercial banking - 
powers and short-term assets can only aggravate 
the current housing crisis and maJte it more difficult 
for families to satisfy their urgent housing needs. 



will promote the stability of specialized housing 
institutions and solve the short-term problems of 
that industry. Fed Chairman Volckei 
before the House Banking Committee that the i 
joined in Title I of S. 1720— that is, a basi 
restructuring of the thrift Inaustry — are "nc 
going to bear on the earnings and viability c 
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s that thrift institutions would 
severe loan losses if they ware 
3 commercial loans. Heportedly, 
pected Fed Vice Chairman warned 
3B must be ejcpected since thrifts 
tise to tnaXe such loans. In short, 
«o-caiiea 'asset flexibility" offers nothing 
which can stabiliie thrift institutions in a way 
that will pcesarve their specialized focus on 
Boctgage landing. 
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c) By according thrifts oc^ercial bank powera, this 
legiBlation begins the pcocess of destroying tlw 
conc^t of specialized financial institutions to 
serve the nation's bousing needs- Thrift inatLta- 
tions have historically been granted special 
privileges such as the savings differential and 
tax advantages in return for their hoosing specializa- 
tion. If thrifts no longer have the incentives to 
specialiie In bousing, who will finance the future* 
housing needs of JUMrica? The Congress ahonld look 
towards solutions which suintaln thrifts as profitable 
specialized lending institutions which can continue 
to play an indispensable role in meeting the housing 

Does the crestion of "banker's banks", ss sutborlzed under S. 1720, 
Offer iDdependent banks the opportuuitr to achieve Important 
econonlea of scsle In order to compete with nondepoaitorr institu- 
tions in nndervT-it Ire revenue bonds, marketing money market funds, 
and developing other financial Instrumeats and services? 

5. Section 305 of Title II is an inportant contribution to 
the 'bankers' bank* movement which we irtKilebeartedly 
support. Small Independent bankers have always paid 
bigger banks to do the tasks they couldn't perform 
econoaically themselves, such as check collection and 
data pcocesaing. They've also asked bigger banks to 
share In large loans. In return, the correspondents 
have received deposits and fees. But in the cnirrent 
competitive environment, smaller banks often find that 
the correspondents uae the tias to take sway the small 
bank's oustOBers. Bankers' banks, owned by the s 
banks, provide the needed services w' ' ' — — '" 
scale, without acting as coi^>etitors 
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Th« IBl elalna tfakt ■□ expaaslon of tbrlft povora will do DothlDg 
In the near tarm to h«Ip the Industry beouae It does DotbinE about 
tbe abundance of Icn-jlsldlng mortgages currently held In tbrlft 
portfolios. The IBAA recoraneada that wa further Investigate 
solutions such as warehousing or swapping arrangenents tor such 
mortgages . 

A. Rhat do 70U believe would be helpful to the thrift Industry 
In the near term? Do you think there is any viable neans 
of alleviating some of tbe pressures caused by these 
portfolios of low-yielding mortgages? 



near tern viability of the thrift iDdustry? 

Bow Important are adjustable rate nortsage tFansactions to 
the near tenn, and long term, viability of the Industry. 
Since a large nunber of statL;- either prohibit or Inhibit 
the offering of adjuatable ute mortgiigeB do you believe 
this Is another area where -the Federal gouernment should 
step In and preempt such laws In order that all Instltutlc 
will be able to offer such mortgagesf 

In the long term, If you had to choose one or the other, 
do you believe tbe Bbllity to enforce due-on-eale clauses c 
the ability to offer adjustable rate mortgagee in more 
Important to the viability of tiM industry? 



The core of the problem la that the thrifts' low- 
yielding mortgage portfolio does not generate 
enough income to pr«v*nt an Immediate and seriouB 
deterioration of net worth during this high 

"•et this real problem must be devised quickly. 
The usual objection to all the proposals that tbe 
thrifts themBelves have offered ranging from the 
warehouaing of low yielding mortgages to outright 
subsidisation by the Federal government of such 
loans, la that it will cost Washington too Rtuch 
BOney In a time of austerity. These aolutlona 
have not had enough investigation to be rejected 
in an out-of-hand fashion. Por instance, currently 
pendijig before the Senate Banking Conmlttao is S. 9B4, 
introduced by Senators Moynihan and Belnz, providing 
for an "off-budget" swapping arrangement of low-yielding 
mortgages tor variable rate, non -negotiable notes of 
the PDIC and FLSIC, to be rsdoemed within three to 
ten yeara. This bill, and other suggested aolutiona 
to the low-yialding iiartgage problem, should receive 
quick and intense eonsidaration from the Comlttse. 
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Because of our long-standing comitiMnt to the 
principle of states' rights, we are reluctant 
to endorse any federal action which prsompts 
state law. It Is undeniable, however, that 
current state laws and Judicial decisions 
regarding due-on-sala clauses are aeriouBly 
undermining the ability of lending institutions 
to structure their loan portfolios in a way 
which is compatible with the current interest 
rate climate. If it Is determined that this 
inability is affecting the viability of the 
thrift industry, a due-on-sale preemption would 
be clearly preferable as an aid rather than 
massive thrift restructuring. 

Adjustable rate mortgages are an important tool 
towards maintaining the viability of home 
financing, and their use will undoubtedly 
become mora commonplacs as lenders and the 
public grow nore familiar with their provisions. 
Although some states have enacted laws which 
inhibit the use of ARKs, we have no indication 
from our members that these state laws are 
seriously impairing nortgage lending activity 
in a way that federal preemption is the only 
alternative. He believe the states should 
retain the right at this time to deal with 
the use of these new loan instruments within 

Judging from the concerns expressed by our members, 
we believe that the ability to enforce due-on-sale 
clauses is currently of mora importance to their 
lending ability than arhs. 
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«/T WASHINGTON 

BANKERS ASSOCIATION OF AMERICA 

IU9 MASSKHUSEnS AVENUE N W. - SUfTE Ki. WASHINETDM. D C. ZOOSe lOf/332-BSao 



October 30, 1981 



Honorable JaKe Gam 

Chairman 

Senate Committee on Banking, Housing 

and Urban Affairs 
5205 Dirksen Senate Office Bldg. 
Washington, DC 20510 

Dear Chairman Gam: 

During the question-and-answer period following 
his testimony before the Conmittee on October 20th, IBAA 
First Vice President Robert L. McCormick, Jr., engaged 
in a dialogue with Senator Froxmire regarding how to 
best assure that state lines are respected, to the maximum 
feasible extent, when the FSLIC reviews bids for acqui- 
sition of a failing thrift institution. Mr. McCormick 
promised to submit further material to the Committee in 
this regard, and that is the purpose of this communication. 

As you are undoubtedly aware, the House passed H.B. 4603, 
the Deposit Insurance Flexibility Act, by a vote of 371 to 
46 on October 28th. The IBAA was able to reverse its 
initial opposition to that legislation through a process of 
consensus with the bipartisan leadership of the House 
Banking Committee. One of the most important elements in 
that consensus was acceptance of an amendment by Represen- 
tative Bill McCollum of Florida which specifically addresses 
the matter raised by Senator Proxmire. 

The McCollum amendment to Section 8 of H.B. 4603 assures 
that the priorities for thrift takeovers enumerated in that 
section are meaningful, and result in acquisitions by same 
type, same state institutions to the greatest extent possi- 
ble. It accomplishes this end by requiring that maintenance 
of the four-tier priority system be given parity consider- 
ation along with minimization of the financial assistance 
required of the Corporation. Formerly, Section 9 required 
the FSLIC to give paramount consideration to minimizing 
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its assistance outflow, an arrangement which vould have 
elevated protection of an insurance pool above all other 
public policy considerations, and which assured that any 
out-of-state financial institution willing to pay a premium 
to enter a new market could defeat the priorities by simply 
submitting a bid that went beyond the true value of the 
acquired institution. 

The McCollum amendment also specifies that, once the 
bid submitted by an institution is sufficient to cover the 
liquidation exposure of the FSLIC, it shall automatically 
defeat a higher bid submitted by an institution in a lower 
priority category. 

We would ask that this letter, as well as the attached 
Congressional Record excerpt which more fully explains the 
McCollum amendment, be made a part of our testimony of 
October 20th in the official hearing transcript. 

With best regards. 

Sincerely, 

Kenneth A. Guenther 
Executive Director 
Designate 



Senator Froxmire 
Dan Wall 
Howard Henell 



Editor s Note: The excerpt from the Congressional Record (October 28, 
1981, pages H7B41 to H7843) cannot be printed. The Infomation has been 
retained in the Coimlttee files. 



lyGoogle 



ANSWERS OP 

THE INDEPENDENT INSURANCE AGENTS OP AMERICA, INC., 
PaOPESSIONAL INSURANCE AGENTS, NATIONAL ASSOCIATION 

OF LIFE UNDEianilTERS , AND NATIONAL ASSOCIATION OF 

CASUALTY AND SURETY AGENTS TO THE WRITTEN QUESTIONS 

OF THE SENATE BANKING COMMITTEE IN CONNECTION WITH 

BEARINGS ON THE FINANCIAL INSTITUTIONS 

FESTROCTORING AND SERVICES ACT OP 19B1 {S. 1720) 



1. you have suggested that title vi of s. 1720 be expanded 
to cover insurance activities of savings and loans. 

(a) Are you proposing that all savings and loans^ even 
those that might not use commercial lending powers. be sub- 
ject to the same restrictions as banks and bank holding compa- 
NIES? 



Ho, we ar« not. It would be our intention to grand- 
father the insurance activities of savings and loan holding 
conpaniea and service corporations whose savings and loan 
affiliates continue to engage in traditional savings and loan 
activities. Specifically, we would grandfather savings and 
loan associations that continue to meet the definition of a 
"dc^nestic building and loan association' under Section 
77ai(a){19t of the Internal Revenue Code. In that way, the 
amendmenta we would propose would essentially track the con- 
cept that is contained in other provisions of S. 1720 ( e.g. , 
Sections 134 and 135) whereby thrift institutions that would 
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be affecCed by S. 1720 would ba granted powers or would r«- 
taln privileges only so long as their savings and loan aC- 
filiates continue to operate In a traditional n 



(b) Houu) this adversely affect a company like SeARSj 

WHICH OWNS A SAVINGS AND LOAN AND AlLSTATE INSURANCE AND 

PMI (a wrtgage insurance cohpany)? 

We would not pEopose to offer any amendaents that 
would adversely affect a con^any like Sears, which owns a 
savings and loan and Allstate Insurance and PHI (a nortgage 
insurance coopany) . 



(c) Mhat are the present tiE'IN dangers with savings 

and loans, AND WHAT MOULD BE THE DIFFERENCE IF THEY HAVE 
COMMERCIAL POWERS? I THOUGHT THE PROBLEM OF IMPROPER TIE- 
INS BETWEEN LOANS AND INSURANCE SALES IS PRINCIPALLY IN 
THE MORTGAGE OR CONSUMER AREA. ThUS, WHY WORRY ABOUT SAV- 
INGS AND LOANS BECAUSE THEY HAVE &££ES£ TO COMMERCIAL POW- 
ERSj OR IN OTHERS WORDS, WHY ISN't IT A PROBLEM NOW? 



It ia our concern that any time Insurance is sold 
in conjunction with extensions of credit, the lender ia in- - 
vested with power to inprcperly Influence the borrower's 
decision about wh^re to purchase his insurance. To that 
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extant, w* ar* concerned about the power of affiliates of 
savings and loans to engage in insurance activities. Re- 
gardless, the danger to the public associated with the 
authority of savings and loan associations to engage in 
insurance activities is significantly smaller than that 
posed by banks and bank holding companies. The total as- 
sets of all of the savings and loans in the country is 
less than half of the tot«l assets of just the 100 largest 
bank holding conpanies. Moreover, the lending activities 
of savings and loan associations have historically been 
fairly narrowly restricted by law. As a consequence, both 
the quality and quantity of the danger to the public posed 
by savings and loan insurance operations is a small frac- 
tion of tjiat pceed by traditional banking institutions. 

The question suggests that the principal problems 
associated with improper tie-ins between Insurance sales and 
) of credit arise in connection with mortgages and 
: loans. While tie-ins could be a problem in that 
area, the major danger lies elsewhere. The ability of banks 
and bank holding companies to control large commercial loan 
transactions provides them with an enormous competitive ad- 
vantage over the natural occupants of the insurance retail 
industry. All businesses, both large and small, survive or 
slide into oblivion on the basis of their ability to secure 
lines of credit for use when the need aclses. it is easy 
to imagine — especially in times where the prime interest 
rate is over 17 percent and money is very tight — a 
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business- person goin? to substantial lengths to protect a 
credit relationship with a bank, evan if that means giving 
the bank's affiliated insurance agency a substantial insur- 
ance package at a higher price than might bs charged were 
the insurance to be purchased through a non- affiliated 

To the extent that the financial powers of sav- 
ings and loans are expanded into the connnercial area, and 
to the extent that individual S S Ls exercise those 
powers, Che savings and loan associations become indis- 
tinguishable from comnercial banks insofar as concerns the 
danger posed by sales of insurance. Accordingly, we would 
propose that, when savings and loan associations abandon 
their traditional role in favor of becoming bank-like insti- 
tutions, they have their insurance authority conformed to 
that accorded to national banks and bank holding companies. 
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2. You REFER TO THE GAO REPORT INDICATING THAT BANK HOLD- 
ING COMPANIES ENGAGED IN NON-BANKING ACTIVITIES RUN THE RISK 
OF BECOMING PROBLEMS AT A MUCH HIGHER RATE THAN OTHER INSTI- 
TUTIONS, You ALSO MENTION THAT BANK HOIDING COMPANIES DO NOT 
PERFORM NON-BANKING ACTIVITIES EFFECTIVELY OR WELL. 

Ca) If THESE CHARACTERISTICS ARE TRUE, PARTICULARLY 
THE INEFFICIENCIES OF NON-BANKING OPERATIONS, WHY WOULD 
ANYONE CARE, FBOM A PURELY COMPETITIVE STANDPOINT, WHAT A 
BANK HOLDING COMPANY DOES? If I HAVE A WELL-PRICED, GOOD 
INSURANCE PRODUCT, WHY SHOULD I CARE WHAT AN INEFFICIENT 
BANK HOLDING COMPANY IS DOING? 

It is important to point out that Section 4(c) (B) 
of the BanX Holding Company Act — the provision of law un- 
dttr which bank holding conqianies are accorded the authority 
to engage in nonbanking activities — specifically states 
that the Federal Reserve Board may not approve such activi- 
ties unless the bank holding company can prove that such 
action will further the public interest. Section .4{c] (8) 
goes on to define the public interest in part In terms of 
"gains in efficiency." It is therefore ironic — at the 
very least — that bank holding companies are demonstrating 
themselves to be remarkably inefficient in their pursuit of 
activities entered into under the auspices of Section 4(c) (8) . 
The manifest inefficiency of bank holding company nonbanking 
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activltias, th«rafor«, calls into question th* degra« Co which 
the Board is applying Section 4(c) tS) in accordance with its 

Inaofar as concerns sales of insurance, however, the 
point is that, aa a result of their control over credit trans- 
actiona, bank holding companies need not be more efficient or 
offer insurance at a lower price in' order to a«ll huge onounta 
of inaurance. The reasonable conaunwr — particularly in 
tiBMa where credit is both expensive and hard to get — will 
resolve aljnost every imaginable doubt about an insurance pur- 
chase in favor of protecting his relationship with his bank so 
he can continue to obtain credit that keeps him in busineas or 
helps him over the rough spots in his personal financial sit- 
uation. It also means that bank- affiliated inanrance oper- 
atlona have rw incentive whatsoever to offer insurance at .a 
lower price or under circumstancea of better service. They 
will sell the insurance regardless, and they know it. In the 
face of Buch an enormous competitive advantage, nonaffiliated 
insurance agencies cannot possibly connote on an equal toot- 
ing. That Is precisely why banking and commerce have histor- 
ically been kept aeparatei it is precisely why banking insti- 
tutions in this country have for more than 150 years 
generally not been permitted to engage in insurance activities. 
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(b) Do you think that the "risk" of having problems 
within a holding company/ mich the gao report mentions, 
has ever arisen from holding company insurance activities? 
do you think bank holding companies take greater insurance 
risks than other companies? 

Insurance agency opecations require very little 
capital to start and to maintain. For that reason. It is 
unlikely that any bank holding coi^any has gotten into 
trouble as a result of an insurance affiliate. Neverthe- 
less, the ability of bank holding coii^anl«s to offer insur- 
ance could get the holding con^any into trouble in an 
indirect way. 

Foe instance, the ability to offer insurance pro- 
vides bank holding companies with an incentive to expand the 
scope of the activities in which the holding company may en- 
gage in generally. It is quits conceivable that a holding 
company might make a decision to get into another nonbanking 
business, at least in part, because the new nonbanking opera- 
tion would provide significant opportunities for the holding 
company to sell large amounts of insurance. A bank holding 
company might set up a leasing subsidiary and invest substan- 
tial amounts of capital in that subsidiary with the intention 
(among other things) of selling insurance on the huge amount 
of assets such a subsidiary might own, passing along the cost 
of that insurance to consigners who enter into lease agree- 
ments with the bank holding company leasing subsidiary. 



lyGoogle 



The quastton theraCore is not whether bank holding 
company affiliated insurance agencies would take greater In- 
surance risks than other Insurance entities, but rather 
whether the hope of deriving significant insurance conaiis— 
sions might not contribute to a bank holding company's mak- 
ing unwise decisions regarding entry into other nonbonking 
activities . 
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3. In testimony at the Committee's hearings last spring, IIAA 
indicated it had no objection to a technical amendment to re- 
move some language to s. 207 mhich is considered duplicative. 
Since S. 207, as introduced, was incorporated into Title VI of 
S. 1720, that duplicative language was also included. The 
proposed technical amendment deals only with THE tie-ins be- 
tween THE extension OF CREDIT AND THE WHOLE OF INVOLUNTARY UN- 
EMPLOYMENT insurance. It would strike language in exemption 
(A) WHICH IS considered duplicative AND UNNECESSARY. In VIEW 
OF EXISTING statutory RESTRAINTS ON IMPROPER TIE-INS, I UNDER- 
STAND VOU HAVE REVIEWED THE LANGUAGE TO WHICH I REFER AND THAT 
YOU HAVE NO OBJECTION TO A TECHNICAL AMENDMENT TO STRIKE IT. 
Is THAT CORRECT? 



That ia correct. 
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4. Whatever else kay be said about the merits of your pro- 
posal (Title VI), it appears even to the casual observer to 

BE OUT OF SYNC BOTH WITH OTHER PROVISIONS OF S. 1720 AND 
WITH RECENT EVENTS IN THE MARKETPLACE. ThE TREND APPEARS 
TO BE TONARD LETTING FINANCIAL INSTITUTIONS DO MORE OF MANY 
DIFFERENT THINGS, WHILE YOUR PROPOSAL IS TO RESTRICT THEM IN 
INSURANCE SALES. TREASURY SECRETARY ReGAN ON IIONDAY, AND 
MANY OTHERS BEFORE AND SINCE, SPOKE OF THE OVERALL EFFORT 
THROUGH BILLS LIKE S, 1720 TO ACHIEVE A "LEVEL PUYIN6 FIELD" 
WHERE SELLERS CAN COMPETE ON AN EQUAL BASIS. WhY SHOULD WE 
INCLUDE YOUR PROVISION IN S. 1720, OR ENTERTAIN IT AT ALL IN 
AN OTHERWISE EXPANSIVE, DEREGULATORY CONTEXT? 



If the level playing field concept means anything, 
it means con^etition on an «qvial basis among equal players. 
The demonstrable effect of the power of credit is to shut off 
competition, to fenc* out othec sellers in the market who 
have no pow«r con^arable to credit, and to prevent consumers 
ever from getting out the door to sample the benefits of 
competition. The combination of insurance sales and credit 
thus has a profoundly anti- competitive effect on insurance 
markets. The so-called "level playing field' concept is 
simply irrelevant to competitors who do not have the power 
to extend and withhold credit. 
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5. In your testimony, you refer to a recent Eighth Circuit Court 
DECISION on a Board approved insurance agency application. 
What is the significance of that court oEcisiowy and how 
does it increase the need for enactment of Title VI? 



The Eighth Circuit Court's September 1 order and 
opinion vacating the Fed«cal Reserve Board's approval of 
a de novo Insurance agency application by the Mercantile 
Bancarporation is important in at least three respects. 

First, it provides a disinterested opinion that 
the dangers of credit related tie-ina and conflicts of in- 
terest are real, not imaginary. The court explicitly con- 
templated the possibility of tying the sale of insurance 
to extensions of credit, conflicts of interest arising from 
a loan officer and insurance agent being the same person, 
and a diminution in service and efficiency in connection 
with credit and insurance services being simultaneously of- 
fered. 

Second, it questions the Board's authority under 
Section 4(c) (9) of the BHC Act to approve de novo applica- 
tions without a specific determination in each case that 
the BHC's entry into the insurance business will produce 
public benefits that outweigh adverse competitive effects. 
The Board has proceeded, erroneously in our opinion, on 
the basis of considering any new entry Into the insurance 
agency business aa automatically increasing coi^etition. 
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niia nay not only not ba th« casa in specific cireuaatancea , 
but also may not b« pankiaaibla procedure under Section 
4(c) (8) itseie. 

Finally, the court opinion llluatratea tha unend- 
ing nature of thia conbroveray. Enornous aaounts of tla* 
and treasure have been spent, and will continue to be spent, 
to argue the linltB of bank holding company insurance 
authority under tha BRC Act. Only Congresaional action can 
end thia controveray by naking explicit tha BHC inauranca 
reatrlctiona contained in Title VI of S. 1720. 
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Telephone (201) 45I-4M0 



Statement 



S. 1427 

Submitted to the 
Senate Banking Committae 
November 10, 1981 
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Tbia •tacamant is lubmlttad on behalf of tha taarlcan PadarMlm 
of Stata, County and Municipal Eiqiloyaaa (AFSCMB) i a nnloo 
rapraaantlng mora than ana million aCata and local rjmramniant 
employeaa icroaa tha nacion. Na ai^raciata tha opporCunlty to 
preaent que views on S. 1427, introduced by Senators Gam, Froxaira 
and Lugar, which woultl authorise coonercisl banka to undaiwcita 
and deal in revenue bonda tsaued by state and local govemaenta. 
AFSCME supports S. 1427 because w* believe it will prosota conpetltion 
Cor municipal revenue bonds and thereby reduce the cost of borrowing 
for state and local govarnmenta. 

Events which have token place over tha past several years have 
bad a serious impact on the financial health of state and local 
govemnent*. The economic downturns in 1930 and 1981, the wave of 
tax and spending limitations initiated by California's Proposition 13, 
and the decline in federal aid to state and local government* have 
combined to present many state and local governments with aecioos 
budgetary problems. Clearly, these events place a premium on the 
most efficient utilization of the financial resources of state and 
local governments. 

In 1933, when the Glass-Steagall Act was enacted, general 
obligation bonds were essentially the sole debt instrument offered 
by state and local governments to finance public capital projects. 
At that time. Congress expressly authorized commercial banXs to under- 
write and deal in general obligation bonds . Revenue bonds were 
virtually non-existent. 

Fifty years later, the municipal bond market has changed 
dramatically, today, revenue bonds account for approximately TO percent 
of all state and local government bonds sold (amounting to ^proxlMBtely 



lyGoogle 



107 

$34 billion a yaarl . They ftr« used to provide tha financing for 
many essential capital projects. Including roads, bridges, water 
and sewer projects and all types of public buildings. 

With tha increased utilization of cevsnue bonds by state and 
local governments, AfSCH£ believes we can no longer afford to 
reserve the underwriting and reof feeing of these issues to a small 
and highly concentrated number of securities firms. In our vietf, 
commercial banJcs should be permitted to participate in the revenue 
bond underwriting market because the current prohibition on 
coomerclal bank underwriting increases the cost of borrowing for 
state and local governments. 

In recent testimony before the Committee, various studies were 
reviewed which indicate that bank entry should add to the number of 
bids received on revenue bond issues and thereby lower borrowing 
costs. While we are not prepared to argue how much these savings 
will amount to, we note that the Municipal Finance Officers 
Association (HFOA) in its October 22 testimony estimated a reduction 
in reofferlng yield of approximately five to ten basis points. 
HFOk further predicted that the underwriters profit margin would 
be somewhat reduced, 'one recent compilation of estimates of savings 
in total borrowing costs to be derived from banX entry shows a range 
of between SSO to S130 million at 1977 borrowing ieveia,''^ 

In AFSCHE's view, the key question before the Committee is 
whether the federal government should stand in the way of allowing 
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•tate and local govcnuDcnts to derive the benefits of increaaed 
coapetition in the revenue bond underwriting market. He believe 
that the evidence clearly indicates that S. 1427 by auttaoclzing 
bank entry into thia market will significantly lower Ul* cost of 
c^iital for governmental borrowers. At a time whsn many 
•tate and local govemnents are facing severe fiscal problem*, 
the enactment of sucb legialatton will serve a conpelllng public 
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BANKERS' ASSOCIAHON FOR FOREIGN TRADE 



The Bonorable JAktt Gam 

Committee on Banking, Housing 

and llcban Affaiis 
United £tatea Senate 
330O Dirksen Building 
Washington, D. C. 20510 

Dear Hr. Chaicman: 

I an writing on beh; 
Association for Foreign Trade 
ttia Xsaociation ' B viows on aec 
Of a. X720, the Financial Inat: 
turing and Services Act of 19!" 

BAPT waa foundad in 1921 by a group 
of banks WhoEe purpose uas to -expand their knowl- 
edge of international trade and to develop sound 
banking services and procedures in support of 
trade. Today baft 9 voting membership of 151 
U.S. banks includes virtually all of lihaHe having 
significant international operations. The Associa- 
tion also includes as nonvoting members 94 foreign 
banks maintaining offices in the United States. 

we would first of all like to comnend 
you, Mr. Chairman, for the approach taken in 
S. 1720 of deregulating depository institutions 

financial marketplace. This approach is partic- 
ularly appropriate in the international area 
irfiere II S banks must compete with foreign banks 
and nonbank firms that frequently operate under 
much less stringent regulatory structures than 
apply to U.S. banks. 

BAFT was thus greatly encouraged by your 
inclusion In S. 1720 of provlsiona that would 
increasa the aggregate statutory lljnlts on eligible 
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bankers' acceptances <section 209) and that would exeo^t 
International Banking Facility deposits from Tederal Deposit 
Insurance (section 702 BAFT believes that an increase 

in the bankers acceptance limits and the exemption of IBF 
deposits from federal deposit insurance will strengthen 
both the international coBipetitivC position of D.S. banks 
and the role of the US aS a center of international bank- 
ing and finance, in this regard we would particularly 
like to oonunend Senator Heinz for his sponsorship of the 
acceptance proposal, and Senator D'Aroato for his sponsor- 
ship of the IBP proposal. 

Since sections 209 and 702 have generally been 
addressed by h nmnber of witnesses at your hearings on 
S. 1720 BAFT thought it would be most helpful to you and 
other members of the Cranmittee to set forth our position 
on some of the more specific legal and policy issues raised 
by these sections. 

SECTION 209 ■ 

The Committee's hearings have already identified 
a number of reasons for increasing the aggregate limits on 
eligible bankers acceptances (BAs) . 1/ We would partic- 
ularly like to stress the following considerations. 

First, an Increase in the limits for eligible 
BAs is needed to meet increased market demands for accep- 
tance financing of international trade Over the past 10 
years, bankers' dollar acceptances outstanding in the United 
States have increased from approximately 55 8 billion to 
554. 7 billion This almost tenfold increase has resulted 
largely from the tremendous growth of International trade 
during this period particularly oil trade most of which 
is denominated in U.S. dollars. The current limits thus 
serve as an artificial constraint on the ability of U.S. 
banks to finance the expansion of international trade. 
Simply put, the dollar dimensions and requirements of 
international trade have changed greatly since 1916, 
and it Is time Congress changed the acceptance limits to 
accommodate this reality. 



1/ See, in particular. Testimony of Llewellyn Jenkins 
on behalf of The American Bankers Association on S. 1720 
and S. 1721 at 28-29 and Attachment No. Ill [Octcd>er 20, 
1981). 
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Sscondf there is no underlying prudential rea- 
son for having a restrictive aggregate limit on accep- 
tance financing when other bank credit is generally regu- 
lated on a per customer basis. Congress' initial caution 
in providing aggregate limits for eligible bab was the 
result of its unfamiliarlty with acceptance financing 
(Section 13 of the Federal Reserve Act was intended in 
part to resolve doubts as to whether national banks had 
the legal power to accept drafts from others) and the 
lack of an established acceptance market in the United 
States, Experience has shown eligible BAs to be among 
the least risky of bank assets since they are short-term, 
generally self -liquidating in nature, and there is a large, 
established acceptance market in the Onited States that 
ensures liquidity. 

Third, acceptance limits have become a problem 
for many regional as well as money-center banks. Federal 
Reserve statistics Indicate that at least 29 baft member 
banks are at or near the existing limits. This is con- 
sistent with a recent study by staff of the Kansas city 
Federal Reserve Bank which shows that over the past decade 
growth in acceptances has been greatest outside the New 
York Federal Reserve District. "1/ 

Fourth, increasing the limits for eligible BAs 
helps assure the availability of fixed rate credit to 
finance U.S. exports, a significant amount of which are 
financed by acceptance credit (acceptances financing 
exports from the onited States totaled S12.7 billion in 
19S0, an increase of almost 120 percent since 1977). 

Increasing the aggregate limits thus furthers 
every purpose intended by Congress In the original Federal 
Reserve Act — it enhances the competitive position of 
United States banks in international trade financing, it 
promotes the role of the United Sf-.<>'-^s as a center of 
international trade and finance, and it provides U.S. 
exporters with a competitive source of private export 
financing in world markets. 
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BAFT Recommendationa On Specific lasues 

1. Appropriate Aggregate Ceilings . 

BAFT believes that the aggregate limits on 
eligible bankers* acceptances should be increased imme- 
diately to 150 percent of a bank's paid-up and unin^mired 
capital stock and surplus and, with permission of the Board, 
up to 200 percent of a bank's paid-up and unimpaired capital 
stock and surplus. We believe this increase is more than 
justified by the market and other factors discussed above. 
However, increased growth in international trade, particu- 
larly further increases in oil prices, could well put pres- 
sure again on even the higher 150-200 limits. We believe 
it should be made clear that an increase to 150-200 will 
not be a solution for the "next" 70 years. Thus, Congress 
should review the adequacy of the limits at regular inter- 
vals to ensure that acceptance financing demands are being 
met. 

While some of our larger members would prefer a 
greater increase and while some of our regional members, 
especially those new to the acceptance market, might pre- 
fer the status quo , we have nevertheless found broad 
support among our membership for an increase to the 150- 
200 limits. 

There are two related aspects to this recomtend- 
ation that we must note, however. First, we do not support 
the Federal Reserve Board's suggestion in its own legislative 
proposal that a permissive increase to 200 percent be made 
contingent upon the satisfaction of certain general "condi- 
tions," such as minimum capital requirements, that may have 
little direct relation to acceptances per se. As discussed 
above, acceptances are not a specially rislcy form of invest- 
ment and thus it seems inappropriate to suggest that they 
be used as a lever to enforce general prudential standards. 
We thus support the approach of section 209 of S. 1720 which 
simply requires Board "permission" to go to the highest aggre- 
gate limit. Second, the adequacy of the 150-200 limits could 
be greatly affected by policies which the bank regulatory 
agencies may adopt on the treatment of participated BAs. As 
discussed in_fra, we thus support the approach in section 209 
of r e s o 1 vi n'g" "fhe regulatory treatment of participated BAs 
in legislation, because it permits our members to deter- 
mine precisely the adequacy of the proposed increases. 
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2. Exceptions From The Aggregate Limits . 

BAFT supports those proviEions of section 209 
that would exclude from a bank's aggregate limit for 
eligible BAa (i) acceptances that are fully secured, (ii) 
acceptances to the extent they represent the international 
shipment of goods if there exists a primary reimbursement 
obligation that is also guaranteed by banks, bank.ers, 
or Edge Corporations, or {iii) acceptances to the extent 
they are covered by participation agreements sold to 
another bank or Edge. The reason for excluding secured 
acceptances is that the security protects against risk, 
and thus they should not be subject to prudential limits. 
This would conform the treatment of bank BAs to Edge Corpo- 
ration BAs under Begulation K, which are not subject to 
the aggregate limits for Edges so long as they are secured. 
Similarly, Edges also need not include in their aggregate 
limits under Regulation K acceptances that have been 
participated to other banks or acceptances covered by 
primary obligations to reimburse it that are also guaran- 
teed by banks or bankers. He believe these same principles 
should be extended to bank BAa because the principles are 
sound and regulatory treatment should be uniform. We 
think this would help clear up any inconsistencies or con- 
fusion among banks and their regulators in the reporting 
of participated acceptances. If participated acceptances 
are excluded from the issuing bank's aggregate liuitf 
then, of course, we recommend that any participating 
bank should report its participation as an acceptance 
liability both in its aggregate acceptance limit and on 
its balance sheet, 

3. Per Customer Limits . 

BAPT supports provisions of section 209 which 
would exclude from the 10 percent of capital and surplus 
limit for any one customer eligible BAs secured by 
attached documents or ''by sonte other actual security." 
Present law excludes secured eligible BAs from the cus- 
tomer limits only if secured by attached documents "or 
by some other actual security growing out of the same 
transaction" as the acceptance. baft sees no reason to 
limit the exception to security growing out of the sane 
transaction since the object of risk avoidance is accom- 
plished by the acceptance being secured. Again, this 
would conform the statute to the regulations applicable 
to Edge Corporations under Regulation K, thus promoting 
uniform treatiaent. 
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4. Documentation Requirements . 

Under the present statute, to be eligible for dis- 
count at the Federal Reserve, acceptances financing donestlc 
shipments must have shipping documents conveying or securing 
title attached at the time of acceptance. Section 209 elimi- 
nates the docuinentatir^ii requirement. 

While some members of BAFT believe that elimina- 
tion of the documentation requirement night enlarge the 
market for bas, a positive development', it was felt that 
this was a domestic financing issue outside of BAFT'a 
charter. 

5. Coverage . 

The Federal Reserve Board has rectanmended that 
all depository institutions as defined in the 1980 Monetary 
Control Act, which would include nonmember banks, thrift 
institutions and credit unions, and branches and agencies 
of foreign banks be subjected to the increased limits for 
two reasons. First, since nonmember banks and branches and 
agencies of foreign banks are now subject to Board reserve 
requirements and have access to the discount window on the 
same basis as member banks, the Board believes they should 
be subject to the aggregate limitations to ensure that 
eligible BAs free from reserve requirements will not grow 
without restraint and will not interfere with the needs of 
monetary policy. Secondly, the Board cites the need to 
have member banks and such other institutions compete on 
an "equal basis." 

BAFT believes that extension of coverage to foreign 
banks and other depository Institutions would be consis- 
tent with principles of competitive equality and thus the 
creation of a 'level playing field' in bankers' acceptance 
financing. BAFT thus supports this aspect of the Board's 
proposal. BAFT takes no position, however, on whether 
eligible BA limits for U.S. branches and agencies of 
foreign banks should be based on the parent bank's cap- 
ital and surplus or some other test. We note, however, 
that BAFT'S International Advisory Council, consisting of 
a number of its nonvoting foreign members, has expressed 
concern about coverage requirements for foreign banks and 
about basing any possible requirements on so-called cap- 
ital equivalency accounts maintained by D.S. branches 
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and agencies. In this regard, th« International Banking 
Act of 1978 generally bases federal branch and agency 
limits on the capital and surplus of a branch or agency's 
parent foreign bank. It should be stressed that BAFT 
supports the coverage proposal as a whole, not just 
the coverage of foreign banks, since it would provide 
equitable treatment for all depository institutions in 
the U.S. 

SECTIOH 702 - IHTERMATIOHAL BAHKIHG FACILITIES 

The basic purpose of international banking 
facilities (IBFs) is to bring international banking busi- 
ness back to the U.S. that is now being conducted at off- 
shore banking centers. While much of this biiisiness nay 
be brought back to New York, it should be noted that a 
numlser of other States have enacted IBF legislation, 
including Florida, North Carolina, Illinois, California, 
Connecticut, Georgia and Maryland. 

Imposition of FDIC assessments on IBF deposits 
at U.S. banks would add a significant regulatory cost 
to IBFs that is not imposed on facilities outside the 
D.S. Given the highly competitive nature of interna- 
tional banking and the fine margins involved in the 
types of business to be conducted by IBFs, the imposi- 
tion of such assessroents on IBF deposits would place 
IBFs at a significant competitive disadvantage with 
offshore financial centers and thus frustrate the 
development of IBFs in the U.S. 

For this reason, and because IBFs are limited 
to engaging in a wholesale international banking business, 
ve believe that IBF deposits at U.S. banks should be 
exempted from FDIC assessments. Since the FDIC believes 
that legislation is required to accomplish this exemp- 
tion, we thus strongly support enactment of section 702 
of S. 1720. 

With the Federal Reserve's IBF regulations due 
to become effective on December 3, 1981, we would urge 
that this provision be enacted as soon as possible in 
order to equalize competition among banking institutions 
establishing IBFs in the U.S. In this regard, enactment of 
section 702 would extend to U.S. bank IBFs the same freedom 
from FDIC assessnents now available to Edge Corporation IBFs 
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and thm vast aajority of foreign bai>k IBPb in the O.S. (a 
MUill nwAer of foreign bank brancbea in the O.S. are subject 
to FDIC coverage as a result of their retail activities) . 
Tfans, proa^t enactaent would ensure that all banking 
institutions would atazt fron the saiK regulatory position 
tbroughout the U.S. 

We would, of course, be pleased to discuss fui'tber witb 
you or your staff any of our reccanendaticMis concerning 
SMStions 209 or 702 of S. 1720. 



Sincerely yours. 



Donald G. HcCouch 

President 

Bankers' Association for Foreign Trade 
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QtUg of |C(U ^ii0el*s 



n Bulking, ftoiuiag u 
S300 Dlrkcan Swi*ta Offtca Bolldlng 
HubiDgten, D.C. 20510 



a City CDuncll'a position, the city T 



/ ■' J<Hi F. Seeley' 
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CITY OF LOS ANGELES 



81-4100-811 



SeptoibaT IB, 1981 



I HEREBY CERTIFY tbat the BttBcbed cepoct of the INTER- 
GOVERNMENTAL RELATIONS COMIITTEB waa adopted by the Los 

Angeles City Council »' 

REX E. LAXTON, CITT CLERK 



yriUci^^ 
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File HO. 81-4100 Sll 



your IHTBBGOVBRHHBNTAL RELATIONS COHHITTEE reports an fallows: 

¥our Committee RECOMMENDS that the City's 19B1-B2 Federal Legislative 
Program include SUPPORT o£ H.R. 2828 (Lundine) or any other similar 
legislation which uould permit comaercial bankB to undecwcite and 
deal in state and local revenue bonds. The bill would not allow 
banks to be involved In Industrial development bonds or corporate 

Under current law comnterclal banks are prohlOLted from underwriting 
and dealing in revenue bonds. However, banks are permitted to under- 
write and deal in U.S. Government Bonds and general obligation bonds 
of state and local governmenCs. The current law was established in 
1933 under the Glass-Steagall Act. 

According to the City Treasurer, between the years o£ the 1930 and 
193S no state or local government revenue bonds were issued. In 
1977 aunlcipal revenue bonds accounted Eor 60% of the state and 
local governments' new issje. As a result of Proposition 13 it is 
iBpossible for local governments in California to issue general 

revenue bonds must be sold to finance state and local government 
capital additions and replacement needs. 

The Community Redevelopment Agency's communication Indicates that 

and tax-allocation securities issued by redevelopment agencies. 
According to the City Treasurer, this type o£ limited participation 
OC banks in municipal revenue bonds was achieved through amendments 
to the Glass-Steagall Act in 19GB. At that time, banks were per- 
■itted to issue bonds to fund housing, university and dormitory 
projects — a relatively small segment of the market. 



decreased underwriting costs to the state and local governments. 

According to various economic reports and forecasts, state and loc 
governments may achieve a savings of $8U million to S400 million. 
A representative of First Interstate Bank has imlicateil that savir 
will indeed be realized. It is I 

-...that Iron $)3a to $412 million could have been saved [ 
banks bean able to underwrite and deal In t 
,.* generated in 1977. 
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In addition, yauE Conmittee cecommends that the City's Federal 
Legisiatiue Repcesentative be directed to tcansnlt a copy of the 
council's action on this mattec to Fetnand J. St Gecmain, of Rhode 
Island, Chaicman ot the House Banking Subcommittee on Financial 

Re spec t f u 1 ly subn i 1 1 ed , 
INTERGOVERNMENTAL RELATIONS COHHITTEE 



Digitized byGOOglC 
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FEDERAL NATIONAL MORTGAGE ASSOCIATION 



November 6, 19B1 



The Honorable Jake Garn 

Conmlttee on Banking, Housing and Urban Affaire 
United States Senate 
Washington, DC 20510 

Dear Nc. Chalrmani 

The Federal National Mortgage Association [FNKA) wishea to comiMnt 
on three provisions of S. 1720, now before your Conmlttee, which 
can have a direct and inunediate Impact on our company. 

These provisions are (1) section 141, which would provide a federal 
preemption of state laws that prohibit lenders from enforcing 
due-on-aale clauses; (2) section 173(c), which would amend FNMA's 
Charter Act by repealing the provision limiting the purchase of 
conventional mortgages that are more than one year old to 20 per- 
cent of all conventional mortgages purchased by FNHAi and {3| sec- 
tion 403, which would preempt all state usury laws relating to 
extensions of consumer credit by creditors, including debts secured 
by liens on real estate. 

Each of these provisions, if enacted, will benefit the residential 
mortgage market and the many financial institutions that make 
residential loans. FNMA, the largest single source of money for 
conventionally-financed and government- backed residential mortgages 
is one of these institutions. 

Due-on-Sale 



He believe that the policy arguoents favoring due-on-sal* 
enforcement are widely recognized. Prohibition of enforcement of 
due-on sale clauses causes lending institutions to charge higher 
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rates than would otherwise be necessary for loans 
— often first-time home buyers — who 
for their home financing, 

ale enforcement argue that federal pre- 
istitutea an unnecessary and unjustifiable 
Intrusion on the role of state law in the regulation of real 
estate transactions. We believe, however, that state law restric- 
tions on due-on-gale constitute an unjustified governmental inter- 
vention into the terms of the mortgage contract and that federal 
rreemption would be appropriate. Moreover, the mortgage market 
B national in scope. Borrowers in states where due-on~sale Is 
barred ace penalized because purchasers of mortgages are reluctant 
to buy loans from such states. 

we are concerned about the overall effect of the provision that 
would permit a state to reject the federal preemption. Since 
federally-chartered savings and loan associations and credit 
unions can now enforce due-on-sale ciauaeo under federal pree«ptiona, 
as will national banks under a current proposal of the Comptroller 
of the Currency, this provision could result in actually increasing 
the current level of restrictions on due-on-sale provisions by 
making federally-chartered lenders subject to state law restricti<»is 
in those states that reject the federal preemption. He therefore 
question the desirability of any legislation on due-on-sale that 
does not conclusively preempt state law restrictions on due-on-sale, 
or exempt federally-chartered institutions from the purview of 
any state rejection of the federal preemption. 

We also have a technical comment on this section. The word 'laws' 
{page 20, line 3) could be construed so narrowly as not to include 
state court decisions as well as legislation. If so, a significant 
benefit of the proposed federal preemption might not be achieved. 
He suggest either that "or I" " " - - ... 

statutes, or the law* or the 
history. 

Seasoned Loans 

FNHA strongly supports the enactment of section 173(c), which 
would amend the FHMA Charter Act by repealing the provision that 
limits FNMA's purchase of seasoned conventional mortgages — those 
that were originated more than one year prior to purchase — to 
20 percent of all conventional mortgages purchased. 
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The Federal Home Loan Bank Board has recently effected a rule 
change that allows federal savings and loan associations to write 
off losses on sales of seasoned nioctgage loans over the remaining 
life o£ the loans, rather than in the year in *rt»ich the sales 
occur. This will enable SfcLs to convert low-yielding mortgages 
to cash or to readily liquid FHHa securities and should Improve 
their financial condition and Increase the supply of funds avail- 
able for new home mortgages. Without additional liquidity in the 
mortgage market home buyers will continue to have great difficulty 
in obtaining financing. Now that the Bank Board has made It 
possible for institutions to sell such loans, the only thing 
lacking is a martcet for then. If there is to be any substantial 
market for these loans, PNHA, as the nation's largest single 
investor in home mortgages, must be able to purchase them. PNMA's 
statutory purpose ta to provide liquidity for mortgage investments 
and the purchase of seasoned loans Is now an important aspect of 
that liquidity. Without general liquidity in the mortgage market, 
institutions will be both limited in their ability to write 
mortgages and reluctant to do so. 

Finally, so long as FHMA complies fully with the purpose and 
intent of its Charter Act, we strongly believe that the corporation 
should have the latitude to make those business judgnents that 
are in its best interests. FHHA has fully considered this matter 
and we are confident that we can provide a market for seasoned loans 
with a reasonable economic return to FHMA and a salutary effect 
on the mortgage market. At the same time FNHA can and will 
continue to provide a ready and competitive market for newly- 
originated mortgages. 

Usury Provision — Consumer Lending 

Section 403 of S. 1720 would provide for a federal preemption of 
state usury laws as to certain consumer credit transactions, 
including second mortgages. 

FNHA is nearing completion of its development of a conventional 
second mortgage purchase program. He expect to Inplement this 
program shortly, and believe it will assist In the establishment 
of a national secondary market for second mortgages. 

There is evidence that the second mortgage has become increasingly 
important in home finance. The Department of Housing and Urban 
Development recently stated that, according to one estimate, as 
much as one-fourth to one-half of home sales in some states now 
depend on the availability of second mortgage financing. HUD 
added that both buyers and sellers would benefit from the develop- 
ment of a secondary market in second mortgages. 
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Our research supports the proposition that there Is a substantial 
devand for second mortgage financing, and that a national secondary 
Barket for these loans seens both necessary and desirable. In 
researching the legal questions involved in developing a second 
aortgage progran, one of the more significant problems we encoun- 
tered tras the wide variety of restrictive state usury and related 
laws and regulations that would tend to inpede a nationwide 
progran. Although other significant problems would renain, the 
enactaent of section 403 would be of substantial help In solving 
the usury law problem and in providing needed unifomity for 
these loans. 

PNMA concurs with those who state that restrictive Interest rate 
ceilings create a problem of national scope and importance and 
that they tend to distort financial markets and depress the 
economy. While not unsympathetic to the argument that usury laws 
should be left to the province of the various states, we are 
persuaded by the argument for stability, uniformity, af fordability, 
and the availability of housing finance on a national level. 

He appreciate this opportunity to cOHUnent on those portions of 
S. 1720 that are of significant interest to out company, and we 
respectfully request that this letter be made part of the hearing 
record on S. 1720 and the several other bills designed to enhance 
the competitiveness of the thrift institutions. 



'Ife-T-U^ . 



ib,Coogle 




Comnittae Chal mar on Banking 
Houttng and Urban Aff af ri 
U. S. Senate 
Wathingtan, D.C. 2I>$I0 



' 7 8 II 9 S, 



FIRST FEDERAL 

SAVINGS AIl,^;J.(Ugl ASSpCWTION 

70S Main Straat, D*n.lll«, Vl^rglnr*^sil' Phont 79Z-ri2S 



October 23. 1981 



RE I S. 1720 



f the Senate Banking Conmittee and find 
n this bill i> apparently completely mied 
n opportunity for the fncluiion of other xl t- 
;1ve> of the U. S. League of Savings 
the Coninfttee. However, ai has frequently 
couple of years, I find myself often in dlsagree- 
the U. S. League. Extensive comuni cations 
have led me to conclude that a large pcr- 
i feelings. In the absence of an oppor- 
e the Comolttee t •>< sh to herein express 
oposed legislation. 

proposed legislation would afford the 

ppositlon thereto. As relates to the emergency merger 
s my fear that such authority would be embarking us upon a road 
te massive nationally established banking organi latlons 
s, would dominate the banking scene in this country, 
be to the detriment of the general public and to the 
al Reserve Board to meaningfully regulate and implement 



itltutlons to avail themselve 
four specific categories whic 



t Failure to include some 
sclude the opportunity on t 
of the provisions of this 
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Dak E. Mitchell 

November S, 1931 



Chairman, Senate Banking Comlttee 
5205 Dirkaen Senate Office Building 
Washington, D.C. 20510 



THE HRST NATIONAL BANK 

AND TVUSr COMrKNr 

OFOKLAHOMAOTY 



Dear Hr. Chain 



idled with interest your depository Institutions 
. 1720 the 'Financial InBtltutions Restructuring 
;t of 19B1*, designed to enhance competition in 



Obviously S. 1720 does not address all of the Issues facing 
lal institutions, but I believe your basic thrust on 
such questions of bank underwriting, state usury preemption 
and FIRft is a valuable atep in the right direction. I look 
forward to successful action on E. 1720 and to your review of 
the DUijor issues of McFadden, Douglas, and Glass-Steagall next 
year. Please be assured of our heartfelt appreciation for your 
leadership, and of our willingness to assist in any way. 



irely. 



Dale E. Hitchell 
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FORD. REIFF & BURGESS 



(aCQ) 737-211 1 
Novenber 4, 1981 



The Honorable Jake Garn 

Chairman 

Conalttee on Bankingi Housing 

and Urban Affairs 
5300 Dirkaen Senate Office Building 
Washington, D.C. 20510 



Dear Hr. Chairmani 

Our flm represents IHDBX , IniSependent Baneservices 
exchange. Inc., a planning, development and programing ar* 
for bankers' banks which includes as principal Members the 
Independent State Bank of Hlnnesota, the Independent State 
Bank of Colorado and the Wisconsin Independent Bank. As such, 
our Interest In S. 1720 is narrowly focused on those provisions 
dealing with bankers' banks. 

Section 205 o£ S. 1720 would explicitly authorize the 
Comptroller of the Currency to charter national bankers' banks 
and. In a parallel fashion, authorize national banks to invest 
In such banks. These changes in the National Banking Act 
would create a dual bankers' bank system which in turn would 
facilitate the organization of these banks in a number of 
states where authorizing legislation has not yet been enacted. 
Furthermore, It would facilitate the organization of regional 
or multi-state bankers' banks In areas where there night be 
relatively few banks In any particular state, but a large 
number in a particular geographic region (I.e., Mew England). 

AS you may be aware, bankers' banks have been developing 
rapidly since the Congress enacted Section 711 of the Depository 
Institutions Deregulation and Monetary Control Act of 19S0 
(Public Law 96-221). That section allowed national banks to 
invest in state chartered bankers' banks for the first time. 
With that change, and a willingness on the part of the Federal 
Reserve to allow bankers* banks to beccoe members of the 
Federal Reserve System, the growth and interest in bankers' 
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banks hae expanded rapidly. Three bankers' banks are currently 
in operation (Hlnnesotai Colorado and Wisconsin), two have been 
chartered but have not yet opened (Texas and Ohio), and a 
nuaber of states are actively exploring the feasibility of 
moving In that direction {Michigan, Florida, MlBsourii 
Pennsylvania and North Dakota). 

While each of the bankers' banks is an individually 
chartered, capitalized and operated entity, INDEX has been 
organized to offer on a contract basis a full range of banking 
services which in the past were available only to the largest 
banks. By using a pooled investment concept, IHDEX will 
be able to provide new, innovative services that will stretch 
the current boundaries of activities offered by community banks. 

This then raises the Issue of national banks Investing 
in stock of a bank holding company which owns a bankers' bank. 
Under current law as Interpreted by the Comptroller o£ the 
Currency, national banks are prohibited from such an Investment. 
(Exhibit A) Nonetheless, we believe there are good policy 
reasons to permit such an investment. 

First, the bank holding company structure provides a 
means of injecting capital without diluting ownership. While 
the capital structures of bankers' banks are sonewhat different 
than the community banks that own them, we foresee occasions 
where debt may be the appropriate means of meetincf the need. 
Conceivably some owner banks may not be In a financial position 
to purchase more stock while others Biay have already reached 
the statutory ceilings prescribed by law. 

Second, a bank holding company can redeem or repurchase 
its own stock which Is something a bank generally cannot do. 
This becomes important to bankers' banks In that a market for 
their shares does not currently exist, yet an owner bank may, 
for any number of reasons, need to sell Its stock. Where no ready 
buyer exists, redemption is a useful alternative. Pucther, other 
plans may necessitate a reorganization of outstanding stock or 
Issuing special classes of securities for valid business purposes. 
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Thlcd, the us« of a holding coi^>any stcucture will 
provide a neans of attracting joint venture pactnera which 
would facilitate the devclopnent of costly aecvices which 
otherwise would not be readily available to coamunity banks. 
For example, a joint venture with a co^uting or data pro- 
cessing conpany would provide the resources to put coaoMnlty 
banks on a par with larger nore highly capitalized conpe- 
titors capable of investing the vast anounts of. money 
necessary to Innovate new products. 

Fourth, certain activities which are either prohibited 
or limited if performed by the bank could be done In the bank 
holding conpany. Por Instance, a state chartered bank aay 
not provide courier services in many states, other services 
such as mortgage banking would be facilitated if done by the 
bank holding company subsidiary In that lending limits would 
be liberalized and access to noney markets aay be facilitated. 
Of course, such activities should not be offered to the 
general public and the draft language reflects that concern. 

For these reasons, we would urge favorable consideration 
of Section 205 of 6. 1720 and an amendment to existing law on 
bankers* banks as attached (Exhibit B), 

: any further questions on 
Since»ly. 



. Klasky Cj 



THK/je 
Enclosures 
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Complrollar ol the Currency 
Adminislrator ol Nilional Binli 



Washington, D.C. 20Z19 
Octobei 14, 19S1 



Sear Hr . 



In youi lettec Of September 22, 19B1, to Hr. Fitzgerald, 
you requested the opinion of the Comptroller's staff as to 
whether or not a national bank could invest in the stock 
of a bank holding company which wholly owna a banker's 
bank. In ny opinion, a national bank may not invest in a 
holding company which wholly owns a banker's bank, but a 
national bank can invest directly in the stock of the 
banker's bank pursuant to 12 tl.S.C. s 24 (Seventh). 

Under an amendirent 'to 12 U.S.C. S 24 (Seventh^, enacted' as 
part of the Depository Institutions Deregulation and Monetary 
Control Act of 1980 ("DIDA"), Pub. L. 96-221, 34 Stat. 132 
(Harch 31, 19B0], a national bank may 

Notwithstanding any other provisions of 
this paragraph, ... purchase for its own 
account shares oC stock of a bank insured by 
the Federal Deposit Insurance Corporation if 
the .stock of such bank la owned exclusively 
by other banks (except to the extent State law . 
requires directors qualifying shares) and if 
such bank is engaged exclusively In providing 
banking services for ottier banks and their 
officers, directors, or employees, but in no 
event shall the total amount of such stock 
held by Che association exceed at any time 10 
per centum of its capital stock and paid in 
and unimpaired surplusi and in no event shall 
the purchase of such stock result in the 
association's acquiring more than 5 -per centum 
of any class of voting securities of such bank. 

Pub. L. 96-221, Title VII, S 710. 94 Stat. 189 (March 31, 
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The st«tutocy ^rant of power provided by CongceiB to national 
banks by this anenditient to 12 U.S.C. S 24 (Seventh) only 
permits a national bank to putchase the stock of a banker's 

bank. The statute is silent regarding the purchase by a 
national bank of the stock of a bank holding company which 
owns a banker's bank. Although you assert that acquiring 
the holding company s stock would permit a national bank 
to accomplish indirectly that result which the statute 
permits the bank to accomplieh directly please note that 
Congress has not authorlted national banks to purchase 
such holdinci company stock. This proviso in 12 U.S.C. 
S 24 (Seventh) provides an escape fron the language In th* 
section whiph states as follows: 

Except as hereinafter provided or otherwise 
permitted by law, nothing herein contained shall 
authorize the purchase by the association tor 
its Own account of any shares of stock of any 
corporation. 

I find no authority In 12 U.S.C. S 24 (Seventh) to permit 
a national bank to acquire bank holding company stock. 
turtherinore, the legislative history of the section does 
not support the idea that a national bank may hold bank 
holding company stock of a company which owns a banker's 
bank rather then hold directly the stock of a banker's 
bank. B. Rep. No. 842, 9Gth Cong. 2d Sess. 83 (March 21, 
1980). Please not* also that if Congress wanted to permit 
a national bank to own holding company stock of a banker m 
bank, as well as barker's bank stock, under 12 U.S.C. S 24 
{Seventh] , Congtess could have done so In language nuch 
mote explicit than the language it used. Indeed, in another 
provision of the Hational Bank Act, Congress has affirmatively 
provided for the holding of bank holding company stock. 
In another section of DIDA, Congress amended 12 U.S.C. 
S 72 to provide in part that 

Every director must own in his or her own right 
either shares of the capital stock of the assoc- 
iation of which he ot she is a director the 
aggregate pac value of which is not less 
than SI 000, or an equivalent interest, as 
determined by the Comptroller of the Currency, 
In any company which has control over such 
association within the meaning of section 
2 of the Bank Holding Conpany Act of 1956 
(12 U.S.C. % 1841). 
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Tt ip wy bellaf that the silence In 13 U.8.C. 5 2A (Seventh) 
which you note with respect to national bank Investment In 
a bank holding company which wholly owns the banker's bank 
means that Congress has neither authorized nor contemplated 
such an investment by national banks. 



Sincecely, 
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The pacagraph nunberad 'Savanth* of saotlon 5I3G of tha 
Seviaad Statutes 112 U.8.C. 24(7)) ia anandad aa followsi 
'i Provided furthax. That, notwithstanding any other provision 
of this paragraph, tha association my purchase for Its own 
account ahares of Btoc)c of a ban)c Insured by tha Federal Deposit 
Inauranee Corporation or of a banlt holding company which owns such 
a ban)t if the stock of suoh banX or ban)t holding company Is owned 
exclusively by othec banks (except to the extent State law requires 
directors qualifying sharas) and if such bank, bank holding company. 
or its subsidiaries is engaged exclusively In providing banking 
services for other bank* and thsir officers, directors, or employees, 
but in no event sliall the total anount of such atock held by the 
association excaed at any tine 10 par cantun of its capital stock 
and paid in and vninpaired surplus, and In no event shall the pur- 
chase of such stock result in the association's acquiring more than 
5 per centum of any class of voting securitiea of such bank'. 
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The Metropolitan Water District of Southern California 

-„ . October 20, 1981 



The Honorable Jake Gam 
Chairman, Connitte* on Banking, 

Housing and Or ban Affairs 
United State Senate 
Suite 5300 
Washington, D.C. 20510 

Dear Senator Gam: 

As th« General Manager of the Metropolitan Water 
District, and on behalf of its 12 million residents, I am 
expressing strong support and seeking favorable consideration 
of legislation which antenda the Glass-Steagall Act allowing 
commercial banks to underwrite tax-exonpt revenue bonds issued 
by public agencies. 

Voter constraints in recent years, such as Prop- 
osition 13 in California, coupled with growing resistance to 
property taxes used to support G, O. bonds have resulted in 
the shift of a major share of all new public financings to 
revenue bonds. Restrictions on commerctal bank underwriting 
has resulted in a virtual monopoly for investment bankers in 
this important field of financial activity. The lack of 
competition has been densnstrated to increase interest costs 
to issuers and consequently, the public must ultimately incur 
the added cost through increased service charges or taxes. 

Constitutional constraints, such as Proposition 13 
in California, have the effect of eliminating the possibility 
of obtaining local voter approvals of future G. O. bonds. As 
a consequence, we can only issue rore costly revenue bonds. 
The added costs inpoaeO as a result of a lack of con^ietition 
in the revenue bond market is placing a totally unnecessary 
burden upon local tax and rata payers. 

Extensive research on the estimated amount of 
potential savings which may be derived from this legislation 
has been entered into testimony by competent sources. Although 
the estimates of savings do vary - the important fact is that 
all research to date has supported the fact that some savings 
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to Issuers will result. The issue should not be lost on a 
debate over the magnitude of the potential savings involved. 
For local government, this is the principal issue of interest 
in the legislation. 

Unfortunately most of the debate which has 
accompanied prior efforts to amend the Qlass-Steagall Act 
has been between bankers and security dealers, with the 
result that the concerns of local agency-debt issuers and 
their constituents have had little attention even though 
these issuers will be the ultimate beneficiaries of the 
broadened competition sought by the legislation. 

More recently, there has been a growing interest 
and concern anong local government debt issuers and no doubt 
your comiiittee has received considerable testimony from 
individual agencies and frt ' 
public interest organizatlc 



I jLTis various associations and 
s which represent then. 



He recognize that there were serious concerns and 
abuses, which prompted the restrictions to be imposed in the 
original 1933 legislation. Public agency revenue bonds were 
relatively new at that time and represented only a miniscule 
portion of the total market. The entire regulatory framework 
under which the banking system operated was quite different 
from that which exists today. 

The most significant element in the current 
structure of market controls is the result of Congress 
establishing the Municipal Securities Rulemaking Board in 
1975 (HSRB) . The Board ties together the entire process of 
regulation and enforcement in coordination with SEC and the 
three Federal bank regulatory agencies. 

In addition, 
trtiich serve to monitor 



The SEC has established tljat it has jurisdiction 
over the marketing of public agency bonds under 
the antlfraud provisions of the Securities and 
Exchange Act. Although not employed to any extent 
in prior years, the SEC pursued criminal and civil 
fraud investigations against New York public 
officials as well as financial institutions dealing 
with the extent and validity of financial disclosures 
made to the investing publjic by the issuer and 
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dealers. This specter of both civil and criminal 
Eraud proBocutions and penalties serves as a strmg 
deterrent to public officials as well as security 
dealers from attempting to market speculative issues 
supported by questionable repayment security. 

Host states have adopted soine form of public re- 
porting and auditing requirements for public 
agencies In addition, the Federal Revenue Sharing 
Law imposes strict audit standards on most of the 
major recipients. 

Professional accounting standards prescribed by 

the American Institute Of CPAs the Financial 
Accounting Standard's Board State Boards of 
Accounting, and the Municipal Finance Officers 
Association through its National Council on 
Government Accounting have collectively provided 
an extensive framework for accounting auditing, 
and public reporting which ensure full public dis- 
closure of all pertinent financial information which 
is required to develop an informed opinion of the 
credit worthiness of a public entity. 

National credit rating agencies have devised methods 
and techniques to permit a rigorous review of 
pertinent financial data to ensure the validity of 
the ratings assigned to measure credit capacity of 
public debt issuers. 

The extent and quality of media coverage of the 
financial activities and operations of govemnental 
entities serves to increase public awareness and 
scrutiny of the major transactions, especially when 
a long-term debt obligation is to be incurred. 

In today's era of fiscal prudence, the governing 
bodies of public agencies are far less prone to 
l^rsue fiscal policies which could jeopardise the 
financial Integrity of the agencies or connnunities 
they serve. 

The advent of alternative financing mechanisms to 
cope with the absolute prohibitions against general 
obligation debt by public agencies has led to the 
creation of securities which have nearly all of the 
characteristics of a general obligation bond, but 
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must technically be treated as a revenue obligation 
by virtue of the obsolete language contained in the 
1933 GlasE-Steagall Act, 

8. The fiscal distress experienced by some connercial 
banks in past periods has served to increase both 
the level and quality of the audits conducted by 
Federal bank examiners. 

9. For sicni'lar reasons, the securities dealers have 
formed organizations (Dealer Bank Association and 
Securities Industry Association) which prescribe 
standards for their nenbers and for the market 
operations involving municipal obligations. 

10. With BO many top credits coii?>eting in the market- 
place for the limited resources available, securities 
which are related to risk ventures are in large 
measure displaced by debt issues of sound credits. 

In conclusion, it seems safe to state that in spite 
of the tendency of any system operated by humans to fail at 
some point, the preponderance of controls operating in the 
public debt market today provide reasonable assurances that 
earlier abuses are not lllcely to be repeated on any scale 
which could prove disruptive to financial institutions. 

The proposal to deregulate this segment of banking 
industry activities Is fully consistent with and in concert 
with other initiatives of the current Administration. Sig- 
nificantly, this change with its many desirable effects can 
be accomplished with no adverse in^acts upon the Federal budget. 



Very truly yours. 
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Wendell H. Miller. President 
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The Honorable Jake Oern 

Committee Chairman on Banking. Housing 

and Urttan Affairs 
SSOT Dirksen Senate Office Building 
Washington, D. C. S0S1O 

Dear Senator Garn: 

NADA welcomes the opportunity to submit a statement for tlie hearing 
record In support of Title IV Usury Provisions" of S. ITZO. The Financial 
Institutions Restructuring and Services Act of 1981. 

Title [V of S. 1720 provides ttx the preemption of state uswy laws for 
consumer credit transactions. NADA has consistently supported this concept and 
itas appeared before yow Committee on three prior occasions advocating such an 
approach. 

As our previous testlmcHiy emcrfiasized, and It remains true today, the mejfx 
reasons behind the auto Industry's recent decline is high Interest rates. Juxta- 
posing the high interest rate problem is the problem of state usury laws. Usury 
limits compound the problems of small businessmen who are already hurt by the 
increased costs of doing business. Addltlmielly, those ccmsumers wtto desire 
credit and can afford higher rates many times simply cannot get credit in states 
where usury limits fall well below tite prime rate. 

Since our latest testimony in support of usury rate preemption on July 9, 
NADA's Research Department has completed an extensive study on interest 
rates. Including an analysis on tIte effects of state usury laws. Attadied are 
copies of the results of the usury rate section of the study. 

This study clearly demonstrates two points that NADA has advanced for some 
time. First, that "banks are much less active in retail financing in those states 
with a usury limit below 18%." Second, tliere is a significantly higtter turndown 
rate for banks (S6 to S2 percent) in states with a usury rate below 18% versus 
states above 18%, 
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NADA would apereciate the Inclusion or these attachmKits Into the bearing 
record. Additionally, we Mould lllce to include our finding! on turndown rates 
which fwtlwr emt^tasize the deleterious impact of high interest rates on tlw 

Mr. Chairman, HADA appreciates the concern that you and otlter members 
of the Committee have demonstrated on tlw question of usury rate preemption. 
If thtre is any further material that we can provide In this regard, please do not 
hedtate to contact ua. 



Sincerely. 
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Usury laws set limits an the.ununt of Intereit that can be charged 
to bcrrowrs. Usury ^'"^ were passed In some states In order to 
protect the borroners fron 'unreasonably high* rates by setting a 

These laws noraally were aimed at protecting the smaU borrower. 
Usury Taws were oHglnalTy set at levels above what was expected 
to be the noma] market deteralned Interest rate. Uhen usury 
ceilings are at levels above prevailing market rates of Interest, 
they have no effect on the martet. 

When market rates of Interest exceed a usury celling, sow distorting 
effects can be anticipated. By creating an artificial excess demand 
for credit, usury ceilings prevent Interest rates from perfonnlng 
their allocation functions. 

If a state legislates a usury ceiling below what would otherwise be 
the narket interest rate, banks will respond by altering their lending 
practices. There are basically three responses which the banks can 
adopt. 

(1) Banks can shift out of loans subject to the usury ceiling 
state loans not covered by the usury 11»it. 

(2) Banks can Increase their return from loans by instituting 



of default risk of the borrowers) and to the long tern 
desirability of . acconnodatlng those borrowers who have 
maintained a continuing and prt>fitab1e relationship with 



auto buyers are closed out o^ the credit Diarket. 
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2.9 


39.1 






The survey results also support the prnlse that the percent of retail 
contracts being turned doMi by banks is greater in those states with 
lower usury limits. For captive finance conpanies there was no sub- 
stantial difference in the tumdotin rate between states with usut> 
limits below 181 and those with Halts above 181. For banks, however, 
there oas a significant difference • a 7fit turndown rate for states vith 



t has always been i 



r that uiury ll>iti heni comerclal bankers and 
Trancnisea dealers; out the information above on tumdown rates and 
bank penetration in retail financing shows that coniimiers are also haiae 
As NAM President Wendell M111er stated In his testimony In support of 
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Iteiulti frSB MM'l Flninct Survv Indtcited turndown ratei during 
. the itcond quirter of 1981 to 1S.7X it captive finince cm^nles and Z3.2I 
It eonercUl banks. When the percentigc difference (n the turndown rate 
ms coaputed for only those dealers that responded for both tin periods 
it ws found that the reported tumdMn rate increased 19. 5t for. captive 
finance conpanies and 35.51 for banks froa the second quarter of 19S1. 
When these resuHs were further broken dmn by size of dealership, It was 
seen that the deleterious effects of the higher turndown rates at captive 
finance companies have been iiDit heavily felt by small volume dealerships. 
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Honorable Jake Garn 

Chairman 

Conmittee on Banking, Housing, and 

Urban Affairs 
United StaCes Senate 
5300 Dirksen Senate Office Building 
Washington, D.C. 20510 

Dear Hr. Chairman: 

On behalf of the National Retail Mecchanta Association, 
I am pleased to include a copy of our statement on S. 1720, the 
Financial Institutions Restructuring and Services Act of 1981. 
Ife ask that this statement be included in your Committee's hearing 
record on this legislation. 

By way of background, NBHA is the nation's largest trade 
association for the general merchandise retail industry. Our 
members operate approximately 40,000 department, chain and specialty 
stores across the country. Their annual sales exceed $125 billion 
and they employ more than 3 million workers. 

Thank you for your attention to this request. 

Sincerely, 



Verrlck O. F^nch 



VOF/TM/pmm 
Enclosure 
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STATEMENT OF 
NATIONAL RETAIL HBRCHAHTS ASSOCIATION 

The National Retail Hetchants Association (NRHA) Is 
pleased to have the opportunity to submit this statement Eoc 
the record in hearings on S. 1720, the Financial Institutions 
Restructuring and Services Act of 1981. 

HBHA is a non-profit national trade association with 
over 3,500 corporate Bembers. These businesses range in sise 
front small specialty shops to the nation's largest department 
stores, although the majority of HRMA's members are small 
businesses with sales of under 1 million dollars annually. 
NRHA'B members operate more than 40,000 department, chain and 
specialty stores In the general merchandise retail industry 
throughout the United States and these stores account for over 
100 billion dollars in sales annually, at least half of which 
are credit sales. Every member of NRHA Is concerned with the 
subject of regulation of the cost of consumer credit as well as 
the subject to the relationship between state and federal 
credit laws which overlap and are often inconsistent. This is 
because virtually all of NRMA's members extend consumer credit 
directly through their own plane or indirectly by accepting 
third-patty credit cards. 

Because HRMA's members ace not directly affected by 
Titles I through III and Titles V and VI of this bill, we will 
limit ouc ccMnments to Titles IV and those parts of Title VII 
which propose to amend the Truth In Lending Act. Further, 
rather than burden this discussion with a restatement of our 
views on Title IV, which Is essentially the same as S. 1406, we 
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are attaching our statement on S. 1406, irtilch vas filed in 
August of this year. Me will, however, supplement our 
statement on S. 1406 by addressing the following two issues. 

First, we recouiend that the definition of 'covered 
charges* be expanded to eiprcssly incorporate the definition of 
'finance charges' found In the Truth In Lending &ct as iaple- 
raented by Regulation Z. Currently, the definition of 'cowered 
charges' found In Section 403 of Title IV nakes reference to 
'Interest, discount points, a time price differential, fees, 
charges oc any other compensation paid to the creditor or 
arising out of the credit agreements or transaction for the use 
of credit oc credit services*. Hhilc it would a|?pear that this 
language is sufficient to enc«*pass 'finance charges* under 
Regulation Z, we much prefer the approach of cipressly incor- 
porating the definition of *f Inance charge' found in the Truth 
in Lending Act because that definition la the national, 'uniform' 
standard by which all creditors are guided In deciding which 
charges must be included In the cost of credit that is stated 
as an annual percentage rate. 

A second point to be made by way of s|ipplement to our 
appended statement on S. 1406 is our concern ab^ut the adequacy 
of the transition provisions of Section 533(b).' As presently 
drafted, the impact on open-end creditors of a state's override 
of the federal preemption would be extremely inequitable. 
Section 533(b)(11 provides that if a state choo#es to reimpose 
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Its own statutory pEorislonG within three years after the 
effective date of enactment of the federal statute, the federal 
preemption provisions will continue to apply to "any consumer 
credit extended on or after such date pursuant to an agreement 
to extend such credit which was entered into on or after the 
effective date* of the federal law (emphasis added). The 
effect of this provision would be to retain the federal pre- 
emption during this transition period only for n< 
and not apply it to credit extended on open-end credit 
which were in existence prior to the enactment of the federal 
preemption statute. As drafted, the needed protection would be 
denied during the transition period to the vast majority of 
retailers* accounts, since they would have been entered Into 
before enactment of the federal preemption statute. 

HRHA Strongly opposes any provision for state over- 
ride of federal preemption of state finance charge ceilings, 
but, in the event such a provision is incorporated Into final 
preemption legislation, open-end creditors should be treated in 
a manner equal to that of closed-end creditors during the 
transition period. To receive equal treatment it is absolutely 
essential that any transitional provision be modified [in 
Section 533(b) ( 2) (D) ) so that the words 'entered into during 
that period' after the word 'agreement' be deleted. In this 
way any revolving credit agreement that contemplates future 
extensions of consumer credit from time to time will qualify 
for the protection of continued preemption during the 18 month 
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period aCtec the effective date of the state law whtch orer- 
rides the provisions of the federal law. 

Turning to the provisione in Title VII which are of 
concern to retailers, we will limit our comeents to Section 
704 (dealing with the relation of the Truth in Lending Act 
to state laws). Section 705 (dealing with civil liability under 
the Truth in Lending Act) and Section 706 (which proposes to 
extend the effective date of Che Truth in Lending Sinplifica- 

Sectlon 704 proposes to anend Section 111 of the 
Truth in Lending Act, which is one of several ptovlaions irttich 
deal with the effect of the Truth in Lending Act on other laws. 
First, a new Section lt1(a) would be inserted to provide that 
any state law that is similar in purpose, scope, requirement or 
content to the Truth in Lending Act would be superseded to the 
extent of the similarity. It is further provided that similar 
laws include but are not United to laws relating to disclosure 
or advertising of consumer credit or lease terms, credit card 
and credit billing practices, liability for consumer leas* 
transactions, and the rescission of consumer credit transac- 
tions. As is the case under the current Truth in Lending Act, 
the Federal Reserve Board is given the authority to determine 
whether a state law is similar to the Truth in Lending Act and 
is thereby superseded. 

HRHA strongly endorses the approach of amended 
Section 111(a) of the Truth in Lending Act as provided in 
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Section 704(3) of S. 1720. There are a substantial nunbec of 
disclosure cequireinents on the state level which overlap the 
disclosures mandated by federal law [ e.g. . Pennsylvania requires 
disclosure on periodic atatenents that 'the service charge does 
not exceed . . .']. Sone requirements of state law are addi- 
tional requirements ( e.g. , extensive notices required by 
Maryland and Delaware to "confirm" an open-end account] Utah 
requires modification of the billing Inquiry notice to include 
". . . and the Utah uniform Consumer Credit Code*}, while 
others are different but almost the same [e.g. , state billing 
error laws such as those In Harylandi California and Utah), 
Numerous states require notices on periodic statements which 
are similar to disclosures required by the Truth In Lending Act 
( e.g. , Florida, Kentucky, Michigan, Missouri, Montana, Hebtaska, 
Nevada, New Mexico, Hew York, Pennsylvania, Texas and Washing- 
ton). The above references are merely meant to be Illustrative. 
The list of state laws that ace similar In nature to the 
federal Truth In Lending Act would be extensive. 

National or regional creditors have been effectively 
precluded fron developing standard, simplified forms because 
of the moraee of state disclosure laws which should be but are 
not superseded by the Truth in Lending Act. Thus, this Is a 
proposal that is long overdue and one that would benefit 
consumers a& well as creditors. It is by now a recognised 
principle that 'information overload" detracts from the truly 
important information which consumers should have when making 
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Inforined decisions about whether, fron who> and how much thejr 
should borrow. The proposal to eliminate unnecessary State 
disclosures will allow the concept of simplified discloBures 
— found now on the federal level — to reach state-mandated 
disclosures as well. He strongly support this proposal. 

For reasons we set forth below, however, NRMA urges 
rejection of the proposal to amend Section 111(b) of the Truth 
in Lending Act to exclude from the application of the Truth in 
Lending Act any lease or consumer credit transaction in a state 
which 'makes a determination that such [federal] provisions 
shall not apply with respect to extensions of consuaer credit 
and consumer leases subject to the laws of such State*. 
Proposed Section 111(b) would, in our view, be a potentially 
devastating blow to the concept of uniformity of disclosures 
achieved so painsta)cingly by Congress under the federal Truth 
in Lending Act, dating back to 1969. 

The notion that a state should be free to opt out of 
ccnnpliance with the Truth in Lending Act is unacceptable to 
NRHA. This is far different fr<»n the current approach whereby 
a state may be exempted from coverage under the Truth In 
Lending Act by virtue of that state's passage of essentially 
the same law and implementing regulations, coupled with the re- 
quirement that the state also be able to demonstrate that it 
has provided for administrative enforcement of its laws and 
regulations. Under this latter provision, found in Section 
171(b) of the Truth in Lending Act, five states have sought and 
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received eieMptions fcom cectaln requiremente of th* Truth in 
Lendlnc) Act because those states [Connecticut, Haine, Hasaa- 
chusetts, Oklahoma and Wyoming) chose to enact essentially the 
same statutes and inpleioenting regulations. Thus, consumers in 
those five states have not been subjected to disclosures 
different trom those required under the federal law (which, of 
course, apply In the remaining states which have not chosen to 
be exempted). 

The Truth in Lending Act was amended recently to 
authorite the Federal Reserve Board to determine that a dis- 
closure required under state law is substantially the same in 
meaning to a disclosure required under the Truth in Lending 
Act and, if it is, the Board can authorize creditors to make 
disclosures in compliance with such state law in lieu of the 
disclosures required under Truth in Lending (Section 111(al(2)), 
Again, however, the purpose of that provision is to ensure that 
essentially the same disclosures will be made and, moreover, 
that provision expressly preserves under federal law, and 
expressly excludes from the application of state law, disclosure 
of the annual percentage rate and finance charge. These key 
terms must continue to be disclosed as required under Section 
122 ot the federal Truth in Lending Act. 

On the other hand, the proposal found in Section 
704(b) to amend Section 1)1 abandons the requirement that the 
substituted state law be similar. The Idea that similarity no 
longer need be present tor a state to exempt its transactions 
from the Truth in Lending Act is a major departure from the 
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trend of «lifflinAting inconelst«nt and additional state-Mandated 
disclosures. This approach Is unacceptable to the MeBbers of 
NRMA because we believe that it would detract froa the goal of 
uniformity of disclosures. While this goal is considered 
essential foe national and regional creditors, this proposal 
would also have the potential tor depriving consuaecs of basic 
infornatlon delivered by the Truth in Lending Act. It is con- 
ceivable that a state might, Cor example, substitute its own 
formula for computing the annual percentage rate such as the 
"discount* or 'add-on* method of computing the cost of credit, 
or eliminate disclosure of th* annual percentage rate entirely. 
Me reject any proposal under which the states would be free to 
substitute other disclosures or different disclosure require- 
ments from those found under federal law. 

We support proposed Section 111(a) for the same 
reasons we oppose proposed Section 11 1 (b) . We believe that the 
provisions are inconsistent. That is, we see the former 
provision as tending to eliminate Inconsistent state-mandated 
disclosures. As the sect ion -by -sect Ion analysis to Section 704 
indicates, section 111(a) 'eliminates the overlap of state laws 
with the Truth in Lending Act by annulling all similar state 
laws and provisions.' We are, however, at a loss to understand 
what public policy would be served by giving states the right 
to reject the federal law and substitute their own law at any 
time within three years, based solely upon a showing that the 
state law is explicit as to its intent and scope and provides 
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ite creditors with at least a one year period to phase in th* 
new state provisions. We are gravely concerned that the 
•nactaent of such a provision would glvs states the Incentive 
to continue thetc 'tlnkeclng* with federal disclosurea ot 
substitute their own disclosure cequlreaents Cor those of the 
federal law. He nust assume that these state requirements will 
be different fron those of the federal law because, as noted 
earlier. Section 171 of the existing Truth in Lending Act 
affords states anple opportunity for exemption from federal law 
by ncana of their enactment of essentially the sane requirs- 
aents found in the federal law. Thus, it would appear that any 
state which would choose to afford Itself of the 'opt out* 
provision found in proposed Section 111(b) would do so because 
it chose to substitute Its disclosure requirements for those 
imposed by Congress. 

On several occasions since the original enactment of 
the Truth in Lending Act In 1968 Congress has added to and, 
recently, has Improved this federal law. He should not encour- 
age states to deviate from these national disclosures. Further, 
if w* are to achieve preemption of state laws regulating the 
cost of credit, it Is essential that consumers evecywhece be 
given uniform disclosures by which to coi^ace the cost of 
credit offered by competing creditors. As we have pointed out 
on numerous occasions in the past, we believe that deregulation 
of the cost of credit should be accomplished, but only in an 
environment in which consumers will be assured that creditors 
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follow unifom Eules In dlacloslng the cost of credit ( I.e. , 
computing the finance charge and cotresponding annual per- 
centage rate). In sua, we view the proposal to allow states to 
opt out of the Truth In Lending Act as anti-conskmer as well as 
the cause of tremendous problems for creditors, and we strongly 
oppose it. 

Turning to proposed Section 705, this section is 
described in the section-by-section analysis as restricting the 
Truth in Lending Act's statutory penalties only to situations 
irttere the creditor is in 'substantial noncoi^l lance* with the 
Truth in Lending Act. This proposal is coupled with the 
elimination of the current $100 minimum statutory liability and 
an increase in the maximum permlsBlble penalty for individual 
actions froB 51,000 to $5,000. Actual damages, if present, 
ifould continue to attach to violations of the Act, 

NRHA supports the proposal to eliminate the current 
$100 mininium statutory liability because it has served to 
invite litigation over technical violations. This has been 
particularly evident in suits involving alleged violations by 
open-end creditors, because in that context there rarely are 
actual damages and the standard formula (twice the amount of 
finance charges, with s ceiling of $1,000] is not applicable 
in open-end credit, where the finance charges at any one time 
virtually never amount to $100. Although Congress attempted 
to resolve the problem of private actions brought for technical 
violations by amending Section 130 to provide that a creditor 
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shall ha«« liability In th« case of an individual action only 
for failing to comply with the requirements of those sections 
which are specified In Section 130(AH3), Congress failed to 
expressly provided that technical violations of the Truth in 
Lending Act will not give rise to Individual actions. There- 
forei creditors continue to face the possibility that failure 
to adhere exactly to the disclosure requirements set forth in 
the sectione specified in Section 130 will give rise to recovery 
in an individual action of at least $100 plus plantiff's 
attorney's fees. 

There is, therefore, no protection under current law 
for creditors who fail to comply fully with certain cequlre- 
inents of the Truth in Lending Act, except for the defense of 
bona fide error notwithstanding the maintenance of procedures 
reasonably adapted to avoid any such error, or the defense that 
within 60 days after discovering an error and prior to institu- 
tion of an action under Section 130 the creditor notified the 
person concerned of the error and made certain adjustments. 
In view of this, we strongly endorse the concept embodied in 
Section 705 that statutory penalties for violations of the 
Truth in Lending Act should be limited to 'substantial noncom- 
pliance* with the Truth in Iiending Act. He are concerned, 
however, about the potential problems which may be caused by 
the statutory language chosen to accomplish that goal. 
Specifically, we are concerned that the words 'substantial 
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nonconpl lance* are susceptible to varying judicial interpre- 
tations and could result In an interpretation that is at 
variance with the Congressional intent. Por eiaaple, a court 
could construe the words 'substantial nonconpl iance* to Mean 
that the violation, while not 'aaterlal'r was 'substantial 
noncompliance' because It occurred in a substantial ni^ber of 
Instances. This is likely because the saae section directs the 
court to determine the creditor's liability by considering, 
among other relevant factors, the frequency and persistence of 
failures of compliance and the nunber of persons adversely 
affected. 

Thus, we believe that the Congressional intent to 
Unit civil liability to substantial violations could be 
thwarted by judicial construction of these words In a Banner so 
as to relate then to the quantitative rather than the qualita- 
tive nature of the violations. We therefore urge that instead 
of using the test that 'the creditor's actions reflect substan- 
tial noncompliance with the requiresents at this title, . . .', 
the following standard be usedi 'the creditor's actions 
reflect violations which are substantial and material in 
nature rather than technical or nonsubstantial with respect to 
the requirements of this Title'. tl« believe that this change 
will more clearly reflect the legislative intent to punish 
substantive violations while elinlnatlng liability tot teebnical 
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Turning to proposed s«ctlon 70tf, we support the 
amendment which would extend the effective date of the Truth in 
Lending Act for an additional Elx months after the date of 
enactment of the Truth in Lending Simplification and Reform 
Act. This seens particularly justified in view of the fact 
that the Official Staff Coimentary to Regulation Z, upon which 
most creditors have found they must rely In developing new 
forms to conform to revised Regulation Z, was not issued until 
October 1, 1981. Thus, we consider it reasonable to extend 
until October 1, 1982 the effective date of revised Regulation 
Z, In so doing, howeveri we recommend that Congress expressly 
provide that until the new effective date creditors in the 
formerly exempt states will be deemed to be in compliance as 
long as they are in compliance with the current version of 
Regulation Z. Me believe this may be necessary because it is 
not clear what law will be applied in the five exempt states 
after April 1, 1982 if revised Regulation Z is not in effect. 
It would appear that creditors in one or raore of those exempt 
states might be in a 'no man's land* where there is no state 
law (because it had expired) nor revised Regulation Z, the 
latter not having yet been put into effect. 

NRMA appreciates the opportunity to present its views 
on these important issues. 
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NOVEMBER 1, 1961 

10 SENATE BANKING COMMITTEE 

FROM: JACK PAULSON, PRESIDENT. SAN JOSE REAL ESTATE BOARD 

AS PRESIDENT OF ONE OF THE NATIONS LARGEST REAL ESTATE BOARDS. I 
WOULD LIKE TO INFORM YOU OF THE FOLLOWING ACTIVITY IN THIS AREA 
(THE FASTEST GROWING CITY IN THE U.S.) . 



3. THERE HERE ALMOST TWICE AS MANY NOTICE OF TRUSTEE SALES 
IN THE MONTH OF SEPTEMBER 1981 AS THERE WERE IS THE 
TOTAL FISCAL YEAR OF 1980 . 

4. THERE ARE MORE PEOPLE WITH A SHORT TERM BALLOON PAYMENT 
LOAN OR A CALL LOAN THAN THE!<£ HAS BEEN SlMCE THE 
DEPRESSION~0r"I929. (VOU HAY RECALL THAT MORE PEOPLE 
LOST THEIR HOMES IN THE GREAT DEPRESSION FROM THE 
INABILITY TO REFINANCE A SHORT TERM BALLOON PAYMENT LOAM 
THAN FROM THE INABILITY TO MAXE LOAN PAYMENTS) . 

AT THIS POINT, BEING FORTUNATE ENOUGH TO BE A WEALTHY CITIZtiN, I 
WOULD LIKE TO THANK TOU FOR TllE TAX CUT AND THE DEKCIIUTION OF 
INTEREST RATES AS BOTH BENEFITED ME FINANCIALLY ALIHOUGH BOTH 
ACTIONS SHAFTED THE WORKING AMERICAN IN MY OPINION. 

AS A FATHER (MY WIFE AND I HAVE S CHILDREN), A BUSINESS MAW, ft 
VETERAN, A FARMER AND AS AN AMERICAN THAT HAS A GREAT DESIRE TO 
PRESERVE THE AMERICAN DREAM OF HOME OWNERSHIP FOR MY CHILDREN AND 
THE NEXT GENERATION T THINK YOUR COMMITTEE. THE FHLHB , COHPTROLLEB 
OF THE CURRENCY AMD THE FEDERAL RESERVE BOARD HAVE NOT ONLY TAKEN 
THAT DREAM FROM MOST WORKING AWERICAN? . BUT ALSO YOU ILAVE LEGALIZED 

USURY. Is Addition, i«] have made legal loan sharks of the banis, 

S&L'S, HORTCAGE BANKERS. AND IN CALIFORNIKTTHE REaL ESTATE BROKER. 
THIS HAS BEEN CREATED BY THE FOLLOWING ACTIONS. 

1. THE DEREGULATION OF IJiir.r,'... \.> . L:,-J.:t "Q" . BY 
CREATING T-BILL PLUS a: SAVERS CERTIFICATES, 
YOU HAVE CAUSED THE RV ■ USURY LAWS. THIS 
HAS CREATED A ITTOPU P . THE MAN WITH [ONEY AND THE RAFIHG 
OF THE MIDDLE CLASS Tfl'i' ARE FORCED TO BORROW IN ORDER TO 
LIVE IH THIS SOCIETY 

2. ABANDONING THE THIRTY YEAR FIXED RATE MORTGAGE FOR A 
VICIOUS UNCONTROLLED ADJUSTABLE RATE MORTGAGE THE AVERAGE 
WORKING FAMILY WITH A FIXED INCOME OF §20.000 TO $45,000 
PER YEAR CANNOT AND, I HOPE. WILL HOT ACCEPT THIS DANGEROUS 
LOAN. (ASK YOUR OWN CHILDREN OR ASSISTANTS IF THEY CAM 
ACCEPT THIS TYPE OF LOAiJ) . 

3. BY ABANDONING THE tHlRTY YEAR FIXED RATE HORTGACT AND STATE 
USURY LAWS , IN THI ■ .^;TATE YOU HAVE CAUSED THE INVESTORS TO 
GO TO THE 201 PLUS 'i-'fi, TWO. OR THREE YEAR SECOND LOAN AT 
15 Pi.i. S OF ABOUT 25 TO 307. AND A DANGEROUS 
iJhtJKi . AiMENT TillS SITUATION IS WIDESPREAD 
Ih T(l[-.. .[-,:: -.,;■ ..^ DANGEROUS FOR THIS GENERATION AS IT 
WAS FOR OUR PARENTS llJ THE EARLY 30 'S. (1 AM SURE YOU WILL 
HEAR MORE OP THIS AS THE BUBBLE STARTS TO BREAK IN THE NEXT 
SIX MOUTHS 

AS A BUSINESS MAN THAI HAS MONITORED THE PAST FISCAL POLICIES, I 
8EALILL L-;i ":.'.'F:ST0R NEEDS A HIGHER RATE OF RETURN IHAH THEY HAVB 

REGl: THIS COULD HAVE BEEN REALIZED BY ADJUSIMER OF 

THE . . ,; ; AND OTHER ACCOUNTS RATHER THAN TYIBG THEM TO 

YIELDS ON TREASURY BILLS. BY TYING THEM TO T-BILLS, YOU CREATED THE 
FOLLOWING PROBLEMS . 
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1. THIS ACTION TOOK OHE OF THE TOOLS THE FEDERAL RESERVE BOARD 
HAD TO CONTROL THE MONEY SUPPLY, LEAVING THEIR MAIN AVESUE - 
EXORBITANT IHTEEEST HATES. WE ALL KHOW THE SUPPLY OF MONEY 
AMD COOLING OF INFLATION IS NECESSABY, BUT IT CAN BE 0BTAI8ED 
BY DRYING UP FUNCS AND RESTRICTING CREDIT RATHER THAN BY 
USURIOUS INTEREST RATES 

2, THIS ACTION HAS CRIPPLED THE S&L INDUSTRY BY DOUBLING THEIR 
COST OF MONEY. THE LACK OF NEW FUNDS TO CREATE NEW LOANS, 
HHIOI IN TURN WOULD PAY OFF OLD INTEREST RATE LOANS , HAS 
ALSO HURT THE S&L'S. BUT THEIR PROBLEM SHOULD NOT BE SOLVED 
BY RAPING THE HOMEOWNER. 

TRYING TO MAra THIS REASOHAELV 3H0Br, 1 MILL CLOSE WITH THE FOLLOWING 
STATEMENTS OF MY POSITION WHICH 1 THINK ARE CLOSER TO THE NEEDS. 
DESIRES, AND CONCEEKS OF THE CONSUMER THAH THE BANKS, S&L'S. NAR, CAR, 
OR ANY OTHER GROUP TESTIFYING BEFORE YOUR COMMITTEE. 

1. THE WORKING AMERICAN IS ENTITLED TO BUY A HOME WITH A FIXED 
RATE THIRTY YEAR MORTGAGE JUST LIKE YOU AND I HAD THE OP- 
PORTUNITY TO HAVE THE OPPORTUNITY TO OWN YOUR HOME WITHOUT 
THE FEAR OF YOUR PAYMENT DOUBLING OR A BALLOON PAYMENT. IN 
MY OPINION, 13 AN AMERICAN RIGHT AND IT IS YOUR OBLIGATION 
TO PRESERVE IT BY WHATEVER MEANS IS NECESSARY . IF DEREGULA - 
TION OF THE BANKING AND SiL INDUSTRY IS THE PROBLEM. THEN 
TOtrSHOULD REVERSE THIS DEREGULATION, 

2. MANY OF THE IMMIGRANTS CAME TO THIS COUNTRY FROM EUROPE 
BECAUSE OF THE USUHY ABUSES AND DEBTORS PRISONS. THE 
WORKING AND AVERAGE AMERICAN HAS ALWAYS BEEN UNTIL RECENTLY) 
PftOTtCTED FRDH USURIOUS INTEREST RATES OF THE WEALTHY. THIS 
WAS FUEVIOUSLY DONE IN THIS COUNTRY BY THE CONTROL OF INTEREST 
RATES BANKS AND SSiL'S COULD PAY SAVERS AND WITH STATE USURY 
LAWS. 

3. i think the free enterprise system is the greatest, but 
currency or the banking system does not completely fall into 
this category the government has the monopoly on the 
Printing of currency and the federal reserve has the control 
of the supply with these factors in mind, to let supply 
And demand control the rate of interest is totally unfair to 

THE average CONSUMER THE QUICKEST WAY TO SEPARATE THE RICH 
FROM THE POOR IS WITH HIGH IWTEREST RATES. 

4. THERE ARE SOME REAL PROBLEMS IN THE SiL INDUSTRY, BUT IT 
SHOULD NOT BE CORRECTED BY SHAFTING THE CONSUMER. IN THE 
NEXT SIX MONTHS , AS YOU HEAR FROM NOT ONLY YOUR CONSTITUENTS 
flUT FROM YOUR FRIENDS AND YOUR OWN FAMILIES AS THEY ARE 
CAUGHT UP IN THESE VARIABLE HATE MORTGAGES. BALLOON PAYMENTS, 
USURIOUS INTEREST RATES AND CALL LOANS, HOPEFULLY, YOU WILL 
REVERSE SOME OF YOUR PAST ACTIONS. 

5. AS TO S 1703 AND 1720, IN REGARD TO DUE ON SALE. THE BOARD 
OF DIRECTORS OF MY BOARD UNANIMOUSLY VOTED TO OPPOSE ANY 
FEDERAL LEGISLATION TO OUEftKlDE OUR STATE LAW OR COURT 
DECISIONS IN THIS AREA IN REGARD TO EXISTING LOANS. (FOR 
THE SEASONS I AM SURE THE cALIFOftNlA ASSOCIATION OF REALTORS 
EXPRESSED AT YOUR HEARINGS) 



JACK D. PAULSON 
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\ Blpon aoelaEy Propmal ■ 
Ihritt lii»tltutloii«, CowMtclal Btnka, and . Moii>y-Wirli«t Fanda 

'Boonar or latar, aoaabodit Bay hava to cadattna tha word luuiklag*" 
Siupclaingly enough, thaae aca naithac tha mrda of tha OialEMan of 
Citibank, the Pedaral IMaacss Board nor the Fadacal Boo* Loan Bank Board. 
lUthec they are the vorda of Roqec ■■ Blck, the racantly n—ed ChalrHan of 
HeTElll Lynch, Kmerlca'a leading bEokeraga flm. Peihapa no [iiEaBa haa 
better au^rlsed the currant debate over the future of odi- financial 
Inetltutiona. niia debate hae rlaan quite rapidly aa acono^c conditions 
and 90varnBant regolatlona have Ironically foatarad a torrent of action 
within tha financial Induatry. It haa aUo cau^t the attention of aajor 
neva nagailnaa and talavlalon natwocks In cacant waaka aa tha struggle for 
the savinga dollar continual batwaen ceoMrclal banka, thrift Institutions, 
and brokerage houaaa. 

While all of thla Bay sound like It Is beyond tha grasp of tha novlca 

financial dsgelof ints. Tha raason tbia la so laportsnt Is that tha rolas 
of traditional financial Institutions hava baan bluirad as savaca hava 
been offered a variety of Investasnt sooreea Into which to plaea tbalr 
earnings- Slnoa 1974 and 197 S, deffe Infanta have occurred within tha 
banking Industry, Invaataant flraa, and thrift inetltutiona (dafinttd as 
savings and loans and savings banka) which hava culMlnated In a recent 
flood of lagislatlon on C^l-tol Hill. Hiess develofaHnCs havs baan 
charaetarltad by innovativa Invastaant tnstEoacnts offered by aoet 
brokerage housea, a marked dacreaae In the lavel of deposits placed la 
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■aviigs and loans, and a dcoUiM in tha total nuiiHr of J 
bald by a.M. ooOTMraial baoka- la abort, bnAaraga tiraa hava basn abla 
to provlda stiff ooapatitlon for tha aavar's dollar Uvxon^ ttaw Invaataant 
InatriManta known «a ■ooav-naxkat tuitda* HaanMhlla, banka and thrifts 
hara baao Undorad In tbair daslra to eoapata for Um aavar's dollar by 
OmMrBBaDt ragnlatlons that vara dlctatad by ttas acoacalc prlorltlas of 
tha 1960*s> Tha ourrant tlnanolal plotoz* has a*ol«ad Into a cfmfcaat 
batnaan dspoaltory institutional Dapoaltor; iBStitutions consist of oca- 
■arclal banks, navlngs and loanst eradlt nntoos, and savings banks, ablla 
nMi'd^osltory Inatitutions consist Balnly of aonay^urkat funds and othar 
■utoal fnndB> Mo lon^ar than can tha oo^atltlon for tha dollar ba vlawad 
an a aara struggla batvaan cc^Harcial banks and Bavln9B and loans* 9is 
flnanolal plotiura has Aangsd, and is diangln?, aa ra^nlatad Indnstrias 
and volatlla .Intarast ratas hava oaosad savars to find bots attractlva 

It Is «ba poiposa of this Upon study to osaalns tha aasrging dava- 
loiaants Klthln tha flnanolal lDdustry> Ms will axaalna tha raasons for 



of growth within tba Industry, tha laglslatlon prcgossd to daal with this 
growth,, and tha futura of our financial dallvsry systaas. Vils study will 
also inoluda our raco^aandationa for financial and political laadars as 
thay taos tba sxistlog problaw craatad Iqr thaaa qrowlng pains within tha 
flnanolal industry. This can bs a ossful guida for daaialoiiBakara in both 
arsnasi In a^ltion to tha Indivldnal savar, whlla thay >aka tha iBportant 
dacisltms that will inpact tha futura of our actmoalc aarkatylaca- 
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I. Woiiay-Marlft runfl« 

Iha twglnalng ot tli* 1970 '• found iavaatiHiit brokaraga houa*« oaught 
in a aavai* ■eoiuaie a<[aaaia. with tha Baikat on tlia wana and aanra 
i1— onatratiaj a piaEaiaoca for long-tazH Invaataanta. tliritt InatlCution* 
and ssaaaroial bank* bacaa* a logical stopping point Cor tba in—afant 
dollar. Srokaraga booaa profits dacLinad froa a 1971 laval of t^lS ■lllLon 
to a 1971 laval of only #43 Billion' Cooaaqosntlri a qaiok aargar at Maqr 
fiTHa occnrrad and tha ni^iar of brakara^a houaaa balongijig to tha Nait Tatk 
Stock SxchuiTB dKruaad by in b t — an 1971 and 1977. InvastMnt fim 
vara eau;^ in an aoonoaia pindi siailar to that ai^arlanoad today by 
tliiUt inatltatlooa and ccavwroial banks* To aavntar this bind, tha totoas 
of tha aarkstplacs wars brous^t to baar on tha brofcsrags tiras and soon 
co^pstition bagan to ^Hrgs. A aajor cap prsvantln^ co^pstitioB aaoog 
sscuritlaa flXMS «aa llftad irtian flzad-rata atook ii^laaliim Hara kIIhI- 
natad in 1975. Pocoad to ccavsta tor tha inTsstaaot dollar and to pEorida 
tha Boat afficiant sarvioas, brokara soob bagan to aarkat raal-astaCa, tax 
ahaltara. and tha ourrant invaataant gaa — Banay-Backat funds. 

Hot only did ■anar-^urkBt funds arlaa oat of a aora 
■arka^laoa in 19T5 and 197S, thay aroaa also oat oC tha : 
tmnblad aoono^ of tba lata 1970'a. Ibair hi^ar ratsa of latarast baosMa 
a aora loorativa hadga aqalnst doubla digit Inflation. Wiaraas tha intar- 
ast that oc^HToial banks and thrifts oould pay on ttalr paasbook aavioga 
aoeounts wara cwpad by ■agalation Q at 5 1/3% and S 1/41 rawaotlvsly. 
■ooayaarkat funds iiaEB allovad to pay tba pravalllng aaxlnt 
rata of intarast. With Inflation nmnlng txtm IM-IM in 1979 aad 1«M, 
invastocB bagan to look for soaa kind of instnaant iriUch ooald piava n t 
thslr savings froa balng oonauaad by viralling inflationi 
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nda DOW, alBoat all aajOE invanaant brokarafa tliaa offar a 
Huy-Baikat funda* On* axaapla la Marrill I^nch, which 
for ttirea dlffarant pvupoaaai a dlcaet aoaBr/gniaral puz- 
brokara^ account fund, and an inatitutional fimd* Thair 
!iu>t la tha natlon'a larqaat Bonay-BBrkat fund vlth Invaat- 
nanta of ovar #18 billion- InTaatora ara raqulrad to placa a m*^^!^^ of 
IS, 000 into tlialr acoooM fna ahliA tbay can nrlta checka of (SOO oc 
more. According to ooa aanloz official at Harrill Lynch. Cha avacaga 
tnnatiunt In CUa fund la tlS.OOO-tlT.OOD, obich raflacta tha fact that 
traders vlth mora aubatantlal Beans Invast In thla kind of fund. Harrill 
I^mcti'a Caah Hinagaaant Account (CIU) financial aarvlca raqulxaa an 
initial Invaataant of fzo,aoo in coah or aacuritlaa and ainoa thla fond la 
tlad to a Bargla account, Invvatcra can write checks for any oount, plus 
use thla account to pan for the purehasaa Incorrad by ualng VISA dablt 
carda. Tlta on aonay fund has deposits of |8 billion, with nearly 375,000 
partielpanta in over 40 stataa> Tha HarElll Lyni^ Inatitutional Fund la 
daaigned for institutional Inveetors, aiicA as canwrolal banks, trust 
cc^aniaa, corporations, and inaoranca coagpanias. Iheaa institutions can 
place their funda into an aocount and raallaa a high yield on short-tem 
aacDXttiea. The lecurltiaa ara in danoBlnationa OTar |1D,000, and Boat 
are aa high as 1100,000. Not aa large aa tha other two Merrill lynch 
funds, this fund hoa deposits of roughly $1 billion. 

Although Harrill JjyntAi aonay-market funda ara cnly one of aladlar 
InvaatBanta offered by other brokerage houses, thelr'e reflects the break' 
down of the average fund and Invaator. Donogbua Monay Funda Reports, a 
lay-Barket InvaatBents, haa reported that of tha 
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•112 blllLoa InvutM utlonHld* In BonayiurlMt fonda, «3S bUUoD ham 
bmma plaaad in dlraot/gaaacal fnndar t63 btllion in brokaiag* . fooda i Wkd 
•19 UUicB In InBtttutioMl fundi. Id a rMsnt artlola In Tto Battonal 
Jg nrnalt Willlaai DanngbiM. publlatur of thia report, Indleatad that 
prcAiably only 30% of ttaa tellaca lBV*at*d in ■nnay BarKar fonda rajpra- 
aantad Bonay takan dlraotly troa ■ aavln^ accounC, vhila tha aajorlty 
cOBBa turn moatif praviooaly Invaatad in brokaraga aeooonta viUi Invaataant 
flEBa. Jtcoording to anthoritiaa at Ifarrill lynch, tha aaaa holds tzua for 
tbalr tunda and iDvaatora. 

Havartbalaaa It baa baan dlaooBoartlng lor thilft inatltotiona aa 
thair aaTin^a dapoaita hava alonad aignlfloantly. Thalx dapoaita aa of 
Maroh 1901 war* *3.6 billion oovUBd to tha hi^ar flvnra of U-i billioB 
in Hatd) IMO. Uehard T. Pratt. Oialnui of tha Fodaral KaH loan Sank 
Board, bas aatlaatwt tbat tha mMbal oC thrifta aould dialnl* 1^ 10 to 
20« In tba naxt tlva yura. CVaratlng loaaaa tor tbrltta Id tha first 
half of imi mra aati>atad to ba eloM to (3 billion with loaMa of o««r 
•< billion aBtl**t*d tor tha antlra yaar It hl^ intaraat rataa paralat. 
In Jtprll 1961 thrift* had an outpouring of #6 billion in dapoalta. Itf 
360 of tba nation'a 4700 thrift Inatitstiona ara aald to ba In troobta aa 
of Juaa 1901. 

Uraa^r aoaa laglalatlva atapa ha*« bean prepoaad to li^rnaa tha 
ot^patitiva poatura of thrift inatltotiona. 
laglalation haa baan to 'la**! tho plying tiald* by altbar I 
□■^pstitiva poatura of thtltta or by aoaXlng 9am tba ooavotltlva advan- 
tagaa hold b^ ■onayarkat tunda. Thla oooalata of glvljig tar g a t ad tax 
incantlvaa to thrifta or placing raaarva raqolraaanta and otbar audi bank- 
ing ragolations on nonoy-aarkat foods. ason thoo^ lagialatora saoli ■• 
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SanatoE Jaka Gam (R-Utah) han publicly ccuplainad abouE tlw 'unfair* 
cc^«tltlva Bdvantagai hald by InwoBtaient flrma, no lagialatloB has baan 
anactad as of August 1981> In fact, thaca hava baen sonaidarable objaa- 
ttoaa ralaed about laatrlctlng wmer-markaC funda. . . . InvaatiMnt fizaa 
hava taken tha obrloua lead in oftpoaing auch raatclctiona* Qiay argue 
that innatora undarataod tha naeiua of tha aarkat tbay are entering and 
ara villiag to place thsaa fimda in a aon-tnmrad pool. Ihey alao argue 
that lAila nan; of tha invaatora hava only placed thaic brokera^a account 
finds in thaaa- funds, and not nacassacily thair passbook savings accounta, 
tha eoapatltlva rlak of Bonay-ttarkata im iihae allom invaatora to ceallaa 
a hl^ yield in the first place. 

It is praclsaly hare the Upon Soolaty bsllavas that ■ooay-aarkat 
fonda bavs pointad out an obvioua naadi saiare need to be rewarded for 
thalr invaatBaots. It ia tha baliaf ot the RipoB Sociaty that in ordar to 
enaure an adequate laval <^ aavinga. wa auat provide Ineantlvaa to 
aavara- Sia key Co our entire eavihge diliiMa ia to provida altamatina 
naeaaaary to oonvlnea Indlvldoala to aavo rathai than to oonsiaw- Honey- 
■ariut funds haie done joct thia. Ibey hava provided aavara iilth a return 
that has kept pace with the rate of inflation. They hava provided both a 
hedge, a^aloat inflation as wall as a profitable rate of return, fha Upon 
Society therefore agigoa*a tha lapoaitlon of rasarvs raqnlrawanta or full 
banking Tsgulations on aooey-Barkat funda. NcC only do oa ballave aavara 
■oat be given a raaaon to iniest, wa baliava the following raasona warrant 
oppoaltlon to reetrictiona on Biniey-Barket fonda i 

a loosing reeerre raqninaenta on ■onay-BBrketa would t 

cally llait tha aaonnt of Interest funda colli 
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I to prorU* a raeora of nsarlr 17t. It will prorUa a 
r«al problaa ahovld iataiaat rataa droff baok to sliiila dlfit 
(i9ai*a> If aOi rajulatlon mnld onl; focthar *^^^^*-' tlw gtu i Kh 

■•aarva raqnira— nta wiuld <nlr ba abla to applr to thoaa 
Bonay-Baclut funda cjftaTing ohack-nitlng pcovlalaBa* It i« 
onlr on thaaa funda that ceatilctlODa can ba placad aliiDa thay 

vara allagsd to ba ■■ •■ dapoaita. Bomvar, tha aacuxitla* aad 

Bcchanga Ct^alaalon and Fadaral ■aaana Boazd ha*a EVlad that 
■onay-Htclut funda ara not dapoaita. Wa alao avraa with JObn ^ 
Bainaaann, tomac Coaptrollar of tba Currano^. tttmt avaa If 
raatrietiona axa plaoad oa ttmda with cbaok-wrltliig provlaloaaf 
Invaataant flxaa will dianga tba natota of tbaix funda to aaoma 
aocft ragulatloaa. TbaiafoT*, raaarra raquinaanta wooU Dot ba 
applicabla to chaok-wrltiog aonay-aarkat lnvaataanta> 

To placa raaarra taquiriaanta on ai^ ooo-etiaok writing 
aooay-varkat fund would rvcaaant a raal thcaat to all 
Imraataanta , Inelodlng ecaaon atooka and long-tai* booda. nia 
laglalatlon would only span tha door to t 
placing Eaaam raqalrianta on alaoat all Invaata 
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II. Tbrltt iMtitutloM 

ha mentioned at tlM outsat of this paper, tbaia has been a clouding 
of the distinctions found aaong our ujor financial Institutions. Coa- 
aercial banX* previously served our everyday needs and offered eftcb of us 
a checking account. Insurance ccapanles, by investing heavily in secure 
bonds, protected us past retlreaent age. Brokerage houses alloifed ua to 
■aks investamts in the stodi and bond asrlteta and profit according to tbe 
aaount of risk «• wished to inoui. Credit onioos provided us oith 
■bort-tera consmer loans. And savings and loans have bean tbe logical 
institution for steady savings bacauae of thalr ability to pay extra 
interest on passbook savings. By investing in each of thsas inatitutlona 
In the past, oa invsitad directly In the stock of our own local eo— unity. 

Howavai, as «a have already witnessed in this paper, there haa been a 
najor change in the role of financial Institutions ovsr the last few 
years. Savings and loans, once a secure . and stsedy growth vehicle for 
savings, can no longer keep pace with escalating interest ratea. In fact, 
savings Institutions have witnessed an Increase In the cost of new funds 
and consequently a rapid decline In the value of their long-tera assets. 
In the twelve-Bonth period ending Bepteaber 1. 19S0, thrifts' share of tbe 
increase in total retail savings fell to its lowest level In 14 years. Of 
the Slll.fi billion Increase in retail savings >oblliiad by the financial 
sector in the last three aontbs of 1979 and the first nine aonths of ISSO. 
thrift institutions captured only 120.4 billion, oi IB. 31. of the invast- 
■ent. This percentage figure is less than half of ths average share of 
3S.7% asperlencad during tbe 1970'a. 
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Aa Bora ijiiim— r BavlBgi ar* takaa owt of thrift laatitatlo— i 
pt«o*d In moaax airfcat tunOa, aon o^lul la dram amy <"■ local o 



taiB flaaaolal Invaataaata aod plaead la ahort-caoi linaalaaiil a vltli 
hlgbar ylaUa. flta affaot thia haa had vob tha avallabllltr of boaa loan 
■OTtgagaa, Um bond aarkati nral avaaai oaw bnalnaaa T ontur a loaiia. aod 
looal iiii^iiiill lia baa alraaijy baan wltnaaail • 

Haiiy finamilal uialysta ara paaalmiatlo aboot tba oocraat atafea of 
Uirltt Inatltotlooa* Ibara ara aavaral faotora that arc ra^oaalbla Cot 
tliia praaant unraati traditional borrowing and landing praotloaa of 
aaTlnga and loana i inClatloa and biff) Intaraat rataa i and tba lagalatlooa 
that pravant thclfta trtm cc^patlng with othar flBaiulal iBatltnttooa. 

Dnlika othai trpaa of financial inatl-batlona, aoat iUTaafanta of 
•avlnga aaaootatlona hna haaa long-tam prlaaqr BOTtgagaa with flxad 
lntai«at rataa* Mian abort-tara rataa wara lowar, tbrlfta wara abla to 
attract and kaap abort-tarB oonaoMr dvoalta- Hia Major roaaon thay bava 
not baan abls to attract and hold tbaaa Aort-taxa dapoalta la doa to Um 
livo'ltlon of ■agolatloa Q. Itila atatnta waa paaaad in 19M to fLr* 
thrifta a ot^patltiva lift againat Lalyar and Boca divaraa ccHMIolal 
banka* Ihla allow a aavinga and loana to pay 5 1/4* paaahook rataa abila 
banka wan only allowad to pay n> <>■ pravloaaly aantlooad, Uila baa 
abiftad to 9 1/2 and 9 l/4« ca«Mtlvaly.) Q was tbarafora a dirsot 
atti^t to allooata aoro tunda into aortgaga Invaataanta and tiia booalng 



Bowavai, aa inflation and Intaraat rataa ha^ aacalatad during tba 
Uat Uiraa yaara, thia calling baa baoeaw laaffactlva. «ulft acooimta 
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«ra DO loii9aE viamd ■■ B-l^aaCiv* ui InTkBtBut u tbay- 
Savars hav* tumad to cradlt imioiUi tcaaaiuy aacucltlaa, a. 
fund*, such u ■ooar-MrlMU In iihlch to dapoalt tlialc savlaga. Conaa- 
quantly, aany thrlfta han ba^uB to a^ailaoo* a aborcaqa at tmtOa lor 
Loana. rorcad to find aav aouicaa of tunda, thrift* ham had to poxohaaa 
nan sourcaa of aonay at avar iocraaaing coata- Tbaii problaai haa baan 
caqpoundad by Uia fact that thay hava hiatorieally ipaclallaad in long- 
tam landing, .niay hava baan aftoiAad laaa flwctbillty lAan fonwd to 
purAaaa abort-tani tunda at avar hitfiar rataa of Intaraat than nhan 
ccapaiad to tha ratuxn tlMy raalisa on lowac-ylald, long-tarM Invaat- 
■anta. It haa baau aatlaatad Uiat tiK>-thlrda of all hc»a ■ortgagaa on tha 
hooka of aavinga and loana. or naarly fSOO billioni cariy lataa of 10% or 
laaa> nhila naw Kmay haa coat i^irarda of 15«. 

Laat yaar, iradac tha Dapoaltory Inatltutiona Daraqulation and 
ikmataiy Contcol lot, Congraaa attaaptad to aaka thrlfta Mora empatltlva 
with othar financial inatltutiona. fha Dapoaltory Inatltutiona Daragula- 
tlon CoaiBlttaa, oraatad ondar tb* Manotacy Control tat, authorised tbrUta 
to offar iH^otlabla oEdar idtlidraifal (MW) aceounta, iihlch ara a foza of ■ 
diaoklng account, ovardraft authority, now typaa of eonauaar loana, and 
aijc^ionth aaviniga cartlficataa. Tha DBX; haa propoaad a final phaaa-oot 
of Ragulatloa Q by 1996. «ia dangulaClan will viat likaly aaalat thrlfta 
in ooa^ating for tba aavinga dollac. Botnvar, vnloaa Q is littad at a 
qulokar paca, aonay-Barkata will atlll rataln a eeapatltiva adga in offar- 
log oooxBwra hiatal, abortar tara rataa ovar tha naxt flva yaara. niara 
la also a ipwatlon as to lAathar thrift*' will hava tha aoDay avallablo to 
pay hl^ar rataa «han is lifted, as aany of their foods idll still ha 
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Sm KlpoB aooiacy b*li««*a cbac i«rl«bla aartoBfa ntaa. coir 
tacitly myifi-iitmi aad Bstkorli^, ulLl gKorldB tkxiXt laatltn- 
Uau vlUi a diaiioa bo netU^ tlw ^bilitatliav dUfCEBBOB 
bt— n (xwe of foada aad rrtun on fnda. Tat—il of Imten 
'tt-'-^ »rt9«9«» ifltb ClJtad rat«a, oadaz *«rlabla rata Boct- 
«•«•• tbar ar* ■lla—rt to cftauga « ar^na 



raflaetad bf tba aii* of tHa pcliiaipal. Uthon^ iiiiiiaiiar 
9ro«v* '»** ralaad a lafiUaata oaBii*n o<*z tlila collBg, It la 
ooT baUaf that aonaiB«ra irtU ba aor* adiBnalr affaotad if 
■■TlngB and laana ara onabla to provlda tha oapltal tMcaaaaiy 
for long-toEB hn— aortgafaa. lUa ia ]iiat ona In a aarlaa of 
■tav* that aoat ba «rutad bo aBsnra ttiia 
dapoaitora. avaelally raraL hrMammara, nil] 
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■Iddla of a financial crlaia. Although eonauMra will ran tba 
rlak of having to pay boi* for Mortgages, th« finonolal Inatitn- 
tion thay hava oboaan to tnraat In will ba aaaurad a dagca* of 
graatac atablllty. 

To guarantaa the auooaaa of thia oppcoacb, both tba OfClca of 
tha Cnptcollac of tha Culrancy and tba Fadaral Boaa Loan Bank 
Board bava aoggaatad that tbasa rata cbangea ba llnkad to an 
outaida Indax. 1b» poaaibllltiaa (or this Indax would Include 
laCaa on tbraa-aonth to flva-yaar Tcaaaucy aacucitlaa, tba radacal 
Haaa Loan Bank Boatd'a Indaa of Boitgaga lataa on tha aala of 
aziating hoaaa, or tha avalaga boiiowlng lata of 13 lagional Boata 
Loan Boards. 

Ona diavback of thla Baasuta for savlnga and loana la that tba 
■Bjotitr of tbalt eslatlng portfolio la tlad up in aorCgaga loana 
up to 3D jraats with fixad intacaat rataa. So obrioualy tbla 
approach la not an Inatant cuca tor tbcitt institution*. Bowavat, 
«a do ballava that vaiiabla rata aoctgagaa ara a nacaaaacy flrat 
atap and would cartalnly aaaa aoaa of tba pioblaaa aavlnga and 
loana ara aiipaEiencing . 

To provida thrift inatltutiooa with a co^atltlva OTOoctunlty, 
«a baliava the phaae-out of negulatlon Q la a vaiy Iqioitant 
■aaauce. Alcaady tba Dapoaltoiy Inatltutlons Daragulatlon 
Coaalttaa hea approved a covlata pbaaa-out of Bagulatlon Q by 
kpiil 1, 1986. Sinoa g affaota aavaial diCfaiant typaa of 
dapoaits, tha DIDC baa approved tha Yellowing schedulei Interest 
rate callings on depoalta of four yeara or boeb will hava been 
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zmona M )ugii«t 1. 19aii IntatMt rata MlltDga m. dapoalt* 
■■tiirtng In thraa yaaia oc aaia irlll ba raaovad on AoBuat 1. Ittli 
oallinga on dapoaita aaturiog In tao yaara oi aora wlLl ba allal- 
lutad on Xusuat I, litli ealLlnga on da^oalea Batuclng In 11 
wmttia M aot:* vill ba caaovad on kuguat 1, UMf «al all oalltnga 
Hill, ba altMtnatad on kuguat 1, ISBSi aacapt Cat paaabo ol t aavlDaa 
acooonta ablA wlU ciaain undar oootrol until *«rU 1. IMf. 

It 1« Uia baliat of tba Upon Baelat; that tbi< acbadol* abould 
ba aooalacatad to allow aavinga and loaaa Um oppoctOBlty to 
e«B9ata Bora r^idly Coi blghac-ylald, aboctat-tais laraataaota. 
Utbough it baa baao arguad tb«t a Eaatu dacagnlatioa aobadnla 
would not allow thrlfta adaquata tiaa to tocMilata tba capital 
oaoaaaaKj to pay hiqbai lataa, «a ballava tba- laok of an aooalac- 
atad darafulatioa aotaadul* would only aoauia tba pcaaaot atruggla 
of auEVlval aany Uuilta ato (aetng. Wa would tbacaeoia p r apoai 
tba following atJiadulai lift tntaraat tat* oailiaga on dapoaita 
witb ■Btucitiaa of two yaaia or BOCa on ftoguat 1, lM3i oaillnga 
OD aatutitiai of ona yaai or wica on Augoat !■ 1M3| oallinga on 
■atnritlaa of ais-montba tti aora on kugiut 1. ItMi aad oaillnga 
on paaabook aavlnga aoooonta ca Janiiaiy !> IMS. 

Tbia acbadola wooU finaliaa tba allalnatiOM oi lagaUtjan Q l« 
January 1, Itls inataad of tpcil 1, 19H, ttaua pcorldiag tkcifta 
Hltb an incraaaad opportunity to oo^ata Ioe bigbai-ylaU Invaat- 
■ant*. Co^ioad nith iaSMUtiiaaiaUiA l«aUng, tbcltta «mU ba 
providad a aaadad boost. 
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H* beltavs tbat tbrUta can Inccua* th«lr aaMt* by d«n- 
loplng Intacaat-sanaitiT* loan*. Iat*r*at-a*naltlT* loaiu ua 
to ba daflnad «a tboaa funda that ara lant oat on a atmrt-tam 
baala and ttad to pea vailing InUiaat cataa. Tbaa« typa of 
loana iioald includa alx-Boatb cartlficatasi conauaac loana, auto 
loantr and otfaar atioii loana aonully provldad by eo^aarcial 
banka. Dndar tha DiDC, aavlnga «nd loana ac* pcovldad Hith tbla 
kind of author iiat Ion, and va ball«va thay abould cultivata an 
attltuda of Intaraat-aanaltlva landlno . To do ao alll caqulia 
thrifts to cathlnk thalr aiiatlng landing tbaorlaai and to train 
paiBonnal in Baking thasa klnda of loans. 

H* ballava that custoaai dlTaralfioation ahould ba a ka<r 
Ingcadiaot In tba lavltalliatlon of thrift inatltotiona. Tha; 
■uat. adopt an attituda. of ooavatltiTanaa* for tlw aavai'a 
dollait Juat aa invaataant flna hava dona in tha paat aavaral 

Kwraaa It la probably troa that tbrlfta will raaain tha 
-prlaary aourca of Mortgaga landing. It la navarthalaaa Ivortant 
that thay btaak out of only ona-typa of landing . Thay abould 
daval^ full financial aaiTioaa for faailiaa and Indlvidualai 
provida tha piavloualy aantionad abort-taDi conaiawr loana i 
prorida cr«dlt-card aarvlcaai aarkat adjuatabla rata Bortgagaai 
and davalop a atrataqy for attracting eo^aaicial and Indoatrial 
davalopaant loana. Utbougb aoaa thrlfta. Bay ba thraatanad by 
graatar co^Mtitloo and dtvaialtlcatloni «a ballava it ia an 
inavltabla nacaaaity If tbrlfta bopa to aucvlva. . Aa thrlfta ara 
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M balian thM an iMadlat* ■oIbUoii to oam tmct of th* 
ttrift dllaHU ■>• tha qppnnal of tba ■Ul-tanz's' prortaloa 



ficae* lor fUtMn aootlw at 7M of tb* ooa-r 

ra-ta, la a atap In eba right dlMotloa* n ia a aaoaaaary 



■aaauraa. Altboo^ asBe mar alfaa that thla la yat anot^ar foi« 
of oradit alloeatlon, wanonld baf Co dltfar. Booh —aaihai ara 
iivoctant in providlBf a aolntlOB to Uh oa a tr a l piobl^i 
prorUlnq —TTa-irtth tm lne«Btlga to «w . lU attoatof thla 
provialon will only tn aaooDdair alooa tha oartlfieata la Dot 
saatrad lyaeUieallT YovarOa hooaintf naata. W wr a to ra, Uii* 
■aaaiu* aiU not b« a dlsaet ton of oraUt klloeattoBi 

•Btm idoa tliat «• aoat ccaata ■ cllaat« at targatad aavlnTa la 

cruoial to raaolvlag oui lD««MB*at dtlaMaa a« wall aa pzorldlag 

thrifta vith a groatar ^llltr to Mtraot ^argatod ImaaLaaiitap 

. nacafoxa. va aDald pKopoaa tha tolloartlifi 

— Bctaodlog Um ^U.l-Sa«>ar'a' l a» awa^il oartlCloata tnm an 

additional (Iftaan aontha, tnm Ootobar 1, 19»> to Pa n M h a r 

31, IMZ. DoclBV this aztandad oMmil.Bq, ■• pEopooa that 

oartldcataa ba offarad aooordisg to ^aoltic oooaiBar 
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na*ds. TblB could tneluda tas-fn« savings account* tor 

taoualng, •ducatlonal, sod outonobila naads. At tha end of 

this aitanalon parlod, an axaBlotlon should tw conductad to 

dataraln* the feaalblllty of Baking thaaa caitlflotea a 

pBraanent flituia of tha tax cod*. Obvloualy auch a atudr 

■uat include ■ thorough lavlaw of the loaa of levanoa to tha 

fadaral tcaaauif a* tail aa ■ thocough axaatnatlon of aavlnga 

neada in 1983. Spaclf loally, tacgetad aavinga Baasuraa aia 

naadad to raduoa oui abyanal aaTlngt rata, aecalarata capital 

fonaation. and pcovlda thrifts and aaallcr bank* with an 

•nhanoad eo^atltive postuia. 

Uong thaaa aa>a linaa, ■• ballara tba axpanalon of Individual 

KatlcaMnt Aocounta (lU'a) will provldo an intarla BaCbod ot 

pcoviding Buppoit to thrifts. Boae aavlnga and loans envision a 

wrtet potantlal In tbia area. Urasdy IncEaasad eligibility fOE 

lU'a is batng proposad In tbisa areaai Inoraaslng tha annual 

li>lt toi eltgibla annual contribution* above the 11500 ItMlti 

broadaolng tha allgibtllty for UK'a troB Individuals not prs- 

vlously aubJacC Co an organliad paoalon plan to all Intaraated 

InvestOEst and expanding tha pacalsslbla usa* of IBft'* froa 

ratiiaBsnt accounts to hcas purchasa* and tuition pay»nts. Tbaaa 

piopoaal* have baan incorporated Into lagialatlon pcoposad by 

Rapraaantaivaa Bsrbar Conabia IBr-H.T.), Benson Noora (R-La.lr and 

Thcaa* Downey (D-H.I.), a* veil aa Senator John Chafee (K-R.I.K 

Hot only will this benefit saving* ln*tltutiDn«r but It aill alao 

benaflt Individual savara. 
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AltboB^ aaair at th— jrcpo— !■ ara ■ 
of chriet InaUtBttooa, it 1« not aaoii^ to jort thlak atoot t 
fotan. ■■ nuc dMl olth Uia paat: u nil. and Is so Atix 
racoyilBa Ham pU^^t of buit vaak thrlA InsCttotlooa* It i 
ba ioarltabla Uiat ^obUi vlthla Om flnaaalal aaotor Kill br] 
abovt tba iImI ■» or aargar of aoBa tlutft lutltntlona. ]nat 
It did with Muv InvwtMnt bauMS daring ttw UM'a. Woaaa 
laaa, oa ballan it ia I^OEtant that oa tij to j)a:a»aali t 
ondDa liMlaa of aa Baagr OiriCta aa poaaibla* 



daragolatioD, pravaatlng tha ImIii of thrift laatltatioaa Kill 
ra^ulra tcaalng 19 tha Liability alda of tbair ladjag. Viaia- 
fora. wa aopport Uia (ollowlog aaaaoraa aa aaoaaaaq atta^ta to 
radnoa thrift Uabllitia* and to altai tiMir liif laxlUa ffort- 
foUoai 

Ha abould aatfi to aqulp thrlffca vlth tha afatlltY to tranafax 
thalc loaaaa to privata Isvaatora or InvaatMant f1ra> Oaa 
pr o p oa a l that haa baan dlacoaaad la to allow lavaators and 
arlfta to foim a llaltad partnacahlpi with Invaatora pnnAaaing 
old, long-tam nortga^aa at taoa valua and than twa tha loaa aa 
a tax wrlta-oft. Sw aavinga and loaa wonld ha aUa to naa this 
iDvastnant aa an laaadlata aauTa* of fnoda to naat thalr nawi 
ahort-tam, hiffi-yiald natoritlaa. Thla noner wculd alao anabla 
than to provlda aora dlTarsltlad aarrlca*. Bowbtbe, tha potan- 
tlal loaa of tawaana to tha tadaral traaauxy noat ba oloaaly 
•tudlad batora prooaading with fchla aaaanra. 
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■• mobU r iB L l m a a sU^it laMtMtln to ttiia ■ncoadi. It 
!■ oar ball^ that all lagaL burtlan pnvMnlog thrift* aa Mil 
aa coawlalal baaka troa pooling thaix UabUltlaa auat ba 
lUtad. mia aooU aoabla botb tturlCta and o^i^Eotal banka to 
poet axlattng llaMlltlaa In paelcagaa of (100,000 CD'a. Mnllar 
finanolal laatltatlana ooold aall thsa* nnc/m.ic laaurad CD'a 
to invaaaaat hwia aa aho In tan eooU laaiwhla ^ Hmm In 
to. ailUon to (5 ■tllioa l«ta to aall ta Boov^arkak fnaOa- 
Ucaa^f NbitUI ifMh baa takan aSvaotag* oC ttila ogvortnaity 

Ihaaa atafa ara aaoaaaaz; to allow tlirlCtB to rid th^nalvaa 



plana to oiavata> and pmvlda an laflm of nav tvnda to bartn 
aKarlag ooavatitlva aarvloaa and 4apoalta> 

Wa would call ivon tba Congraaa to raoooaldar tba railing 
Inatitwtlona Bill and awUtl? Moora its puaaga- Ihla bill 
■ouia Bllow tha PKiIC to inoiaaaa thalr landing poaar froa 
•750 BilUon to «3 blUioa Id ordar to asalat taUing tbrifta. 
niia bill would alao giva tha F8LIC graatar auUiority to aoia 
■oca qoiokly to naous a thrift batorw it BOtaally tail*. Via 
pravioua Matbod oonatatad of only raacalng tataritta that hava 
Blnady failad. 

Vhlla wa aaoouraga tha axtanaion oC -graatar Claxibility to 
ragulatora in handling trooblad Inatttatiooar a* would alao 
caution thrifta treat vlawlng an a^panaltw of tba FSUC aa a 
panunant i.ili«iiiMaiiiiii Thla a:q^anaion Aoald ba triad on an 
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•xparlnwiul buls tor on* to the** yvars in aueb arcaa ■■ 
iDtar-ataCa thrift ■•rgora and allowing tb* F8LIC qroacar !••- 
my in authorising fedaral diartars. Kftar ooa to thr«a yaars 
ttaaa* axpandad powars ahoild ba revlavad and axaalnad for thalc 
af f aetlvanaas • 

Na iHllaTa that Uia Failing Inatitationa Bill ia l^ortant in 
Uiat l-b.proTldaa fadaral aaalatanoa bafora a tbTltt'a fata haa 
baao aaaXad> He alao racognlaa tha IMagan KAalniatration ' ■ 
conoam that tbia ia not a (laoally ra^onaibla atap, and wanld 
only Inoraaaa tadaral authority* B a na v ar , m do not ballon it 
ia f lacally Irraaponalhla nor te -wa baliara It la onnaoaaaary 
fodaial iBTolTaaanC. Tha llaltad tlaa frana and raviav procaaa 
would act aa a chack on auoh amaaaaa. Inataad. wa baliava it 
would ba Mora f laeally irxaaponaibla to not aaaiat tjirutat and 
wa call nfoa tha kAilnlatratioD to raviaw thalx poaition . and - to 
act swiftly and raspockslbly to saouxa passaga of this bill. 



III> tha Tatura of Tlnanelal Pall-riary Byataaw 

Iha contlnnatiiBi of elactronie fund tianafar taohnology, Inciaaaad 
coBpatitloo and tha riaa of now finajwial intanaadlariaa and InastBant 
InstnaMata hava for tha first tla* atfactivoly oraatad a niiiflad, 
.national Bailtet tor nonay. Ihasa tranda raqulrs a raaMliial Inn of tha 
natora and atrwituca of flnaDctal ragulation in tha Qnltad Btatas. Iior 
tha purpoaa of diacuaaloni it -is bast to vpcowA thasa issnaa aa a sariaa 
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^M oimaiit daoaoCTalicad atrootuxa 6f'«lM Marloan tinaoeial ayataa, 
■hldi ooBtnst* aBTMiglr tri.elL tU* flaanalal .BarhBIa at ottmx iaOoMrlal 
oountriaa. la a rsault of a ccavlw arrtw of 9*03ta(ttia and "pradiict Una 
raatrlctlona. Oaogiaptalo rastrtocioas taka bwo fonu. IM«riofeloiia ai 
branching ara aatboilaad by the HeFaddan Itet, irtilch ai^rasBly alXom aaeb 
Btata to datazMlna Ita cxni brandling atraotnra- Ibta tat appllaa to both 
■eata and tadaially cAart«wl iBatlbitlma,. and atatwa hava adoptad a wlda 
ranga at potlolaa- C*ll(onila and NiH Tork tor Inatano* allow atata^rtda 
bcanchlng, imlla Illlnola llatlt* Inatltnttona to laoal branoblBf. 

nia otbar raaUloCloH an ^aotgcaptite wganaion la tha Dooglaa 
tian^ant Co Uia BaDk Holding CoapanT Itet irtilch prohlblta bank holding 
coBpaniaa fraa acquiring a bank In uu>thax atata unlaaa tha aaooBd atata 
afflraatlvalr appiovaa tha pumhaaa. Bloca Uia tarm *bank' ww daflnad •• 
an Institution vhlA acoapta dasumd dapoalta and 'Bakaa ooaMarolal iMtM, 
hoISiag Do^oniaa hava faaan utad to* aatabliah flnanea coMpMnlaar loan 
prodoctloo ottloaa and oradit oard opaiatUMa* iba- n*t caanlt la Intar- 
■tata baiftlng In avary araa of actlTll^ asoapt tha taking of d^oalta. 

tha Intamatlonal Banking kot of ISTa aapanrtart tha antborttr of adga 
Set ooiporatlona . doBastlc ' Inatltntlona vhlob opacata dapoMt and loan 
■arvicaa for miatoaari angagad la Utamatlanal Crada. to branch Intas- 
■tata. Op until pasaaga of tbat-aot fonalgn baaka oould opacata Aacoaa 
atata llnaa allowing tbalr aaaattf' to glow tao naarly tlOO billloD. aa f aan 
1971 and 1978 fonlgn bank offloaa in Uia U.S. grow froa 111 to 315. Of 
BDca coDcaEn. howarBT/ Kara tha 19 takaovara of dfaatlo Inatltotlaaa by 
tocalgn banka alnoa 1970> Bat In 197s (Oral^ banka vara plaoad undat tta 
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UB* co^^itiv* ■eriotursi that do — tic budu ov«xat* gadai. LBft 
iwwtintng mra thair pc* -axlatlng bruictaaa. na CcavtEOller of the 
CurrancTi iihiah nut qyEora all bank aargara, aatabliahad a 1 ■■i.i iiii]( 
aaratariini on foraign takaorara aftar four contitnacaial. acquialtiooa ia 
1979. Bowavar, BOca raoantlr >>a baa caaiatad raquaata to iapoaa a aaeoBd 

Gao^raphlc raatrlotiona b«va baan torUiaE andaralnad bf Inoraaaad 
eoBpatltlBD tiom a lUMbar of araaa> Floaaoa oeapanlaa and alallar inatl- 
tnfclons vuib aa loan produetlon oftioaa are ragulatad tqr uaozy or othar 
conaiauE lam bot aza vanarally not aubjact to tha autborlty of tlnanalal 
laTolatora* Fadarally (diartacad aavlnffa aiul loana ba«« Long baan alloiiad 
to branch ■tatawida* A mparviaad aKpanalon tbrouflhout tha Vaahlngtoni 
D.C-, SMU' haa alcaa^r baan qiprovad by tba Han Loan Bank Boazd* Vha 
■auk Boaid alao racaiMly autboziaad aavlji^a and loan* to oparata r^Bta 
■arvica onlta aoroaa atata linaa. 

In oxdai: to tiaa banks to- oc^pata aoioaa atata llnaa vltti fadaral 
■avinqa and loana and aaragalatad tinanelal InatltutloiiBi Uw Ufoa 
■ociaty . f anra : Eadnoing tha anthoritr of stat* ra^ulatoir aganotaa -to 
aatabllA branching policy* RatlnE than aanv tba dual banking ayataa, 
■bioh baa dtaplayad caaarkabla Elaxiblllty and durabiuqr ovar Um raax», 
Omgraaa ahcnld ^uthodaa all todarally Aartsrad or Inaorad baaka to 
branob atatairida and aeroaa atata llnaa- within SMSka or othar natural 
■aikat araaa* Stata ragnlatora xoold ba forcad to oooparata idtb aadi 
othar In procaaalng applicatlona and Baking axaBlnatioaa. In tbaory, too 
atataa would bava to -^iptava a braaob oEfloo- Tha Vadairal Maaarva Boaxd 
and n>IC muld ratals thalr praaapt branch application ravlaw authority. 
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Dila nvisad timmtnik muU prasacva ngulatoxy •■>< iim,m II I n •9»li«f 
batman atata and fadaral iaatitueiona. Slallac raaulta could ba aobiavad 
Hithout BBaoding HcFaddao If atataa paaaad Ilbaraliaad braaehlng 
provlaiona on a caclprooal baala. Dalamn and Sontli Dakota bava alraa^ 
■av«d la tbXm dlraotloa. 

In tha araa of aequialtlona, the Upon Booiaty baliavaa that Uw 
Donglaa ^HD^uat ahoold ba r^paalad. Milla abaolvta pbaaa-out to allow 
banka to coavata tor dapoalta la tha goal, it iwy ba daalrabla to aatab- 
llab lata r» ai 1 l a ta atapa, audi aa cagional coBbinatlona or providing aooaaa 
to Mijor Monay oantara aiieh oa Ban Tock, Bouaton, San rraaolaoo and 
Oilcago. Ihla appeoadk muU alao hava littla lagpact on tha dual banking 
atrnotora* Ikgulatory oliangaa on tha fadaral leval muld ba niniaal. Tba 
vn would hava to oonaolt a9 additional atata banking authority ahan aval- 
uatlng tha aoqolaition of a atata bank by a holding cta^any. Hm n^i 
trollar of tha Corranoy mold oontinua to ba oonaultad on tha aoqulattlon 
of national banka> 

Soaa obaan*ara baya advooatad thafe csmgraaa authorlia atatawlda brlok 
and aortar branching ootvlad itttb natlomtda alaotronlo faoilltiaa or, 
altar nativaly. natlooHlda braaoblng for botb typaa of inatallationa . Ihia 
aj^roaA would affaotlvaly allalaata all gaograpblo raatrluttoiui bvt, 
aasiBlng that tbm dnal lleanalng ayatan contlDnaa. It mold eraata anaaiwa 
burdana tor atata cagulatory otfiolala xlio would ba raqqlrad. to eoortlnata 
aetivltiaa and Infozaatlon all ovar tha oo nntry . Irgain. r^aallng tha 
a battar approadi to raachln^. tba aaaa lanue. 
r ragulatsiy bazxlar to tba full int*Vatlan of ca^- 
oa tha prohlblttoa agat na t eoMMioial kfaka angaging 
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In tha undamiting of Hourlelss t^leb i* oontainad in tlM Olaaa 9U«9aU. 
kot, alaa knoim ■■ tiia tenlilBg hot of 1933. «i1b ^■aui* la tha aouEoa of 
tha uadltlonal dlatlnotlon batwaaa 



This distinctiim la i^rtant Id undaratudlog tba traditional nla- 
tionahipa batman tha variona a<mpoB»ntm of Hia ovaralt capital narkat* 
iBvaataaot Bonay la bot ■onay, aonay tliat takaa rlaka In antlo^atlon of a 
algnlfloantly blgbat rata of rotom- Dapoait Booay la oold Bonay. haU In 
aaoura aceounta, oanally InanrBd ty ■ fadaral d^oaltory inatitaition. 

A ^Bclflo rafalatoiT atcuotura ma aatabliahad Anrln) tha Vav Daat 
for aach cacagory of Bonay> Invaataant ma iraqulatad by tba nc imdar tha 
Sacorltlaa itata of 1932 and 1933, tha Flnanelal Boldlng Coapany lot, Om 
InvsaUHnt Policy Uviaora Aot, ate. Tha baaie policy undarlylng tlila 
ragulatoiy aobaaa ma foil, fair and tl>aly dlacloanra to pro^aotim 



K aapaiata cagulatocy aehMM. eantarad around tha raaarva eo n oap t , 
vaa aatabliabad to daal with dapoaltoiy fimda. Iha OCC, FRB, raiC, nUCi 
and IBIBB mra givan authority to lagulata variona aapaota of dapoaltory 
InatltutloB bahavior, including aargari, llqoldatlona , aaaalnatlona and 
Intaraat cataa- 

flia ragnlatoxy aymatry of thla oo^Iax atmotura haa baan Bhattasad 
by tha ^n^aaranoa of naa foxaa of aoDay, aapaclally Uia aooay Bazkat 
Mutual fund. SinCB tha funda acoapt dapoaita and ganarally hava ebaok 
writing priTllagaa. thay hai* tha diaxaotarlatica of ■*-—'—* dapoaita. 
na radacal Raaarra Board concludad, hoMamr, that it had no ragnlatory 
authority bacauaa Uia dagraa of rlak in tha funda was and Uiat t^mj 
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■hould b* eonaidand IrnaatauiCB. «» SMC baa pickad 19 this poaltion in 
Cangreaalonal tmatimoay, arguing tliat ttia Mcuritiaa lawa «i« adaqpiate «o 
protact th* pobtio and that no turtbac ragulation ia nacaaaary. 

%• dlatlnction batwaan Uta two tjpas of aonay la alao baing atodad 
br a eo^latal^ dllfarent trand, coiporata aargara. In the paat yaai, 
haarlcan Btpraaa bought Shaaraon, Loab, and Rtaoadaa. Prudantlal Inauranca 
acquired Baoha- Iba Bachtal Orov *» Inearaatloiuil conatructlon fin 
Hltb obvloua iDtaraata in eurraaey arbitraga and Incraaaad oparatlng coi- 
tal* purchaaad tha invaat— nt banking houaa of Dillon* Kaad and Cca^anr« 
MsiC racaotly, Riiloo CorporaClon, an lotaraaCiaaal eradar oE oil, Mtala, 
■Inarala and othar cc^aodltlaa (ca^aodity futuraa aaargad aa a diacrata 
capital aarkat In tha last dacada ) , purohasad Bolcano BTOthaca (or 
#800 ■lllloD, gaining aooaaa to •aoiBoua aacurltiaa and Invaataant banking 
Intereata- In aach inatanca. a ea^mny with dlraet and aajor Intaraata In 
tha oparation ot capital Baikats In asaanca bou^t thalr am aarkat* by 
taking ovar ftnaoolallr ngulatad antitlaa. Tb* livlloatlm that thalr 
purpoaa ma pEafarantlal acoaaa to cif Ital la inaaoapabla* 

Tha raal raaaon for ooncan in this araa la that the allalnatlon of 
dlatlDCtlona batwaan dapoalta and invaataanta will raault In claar wlnnara 
and elaar loaaxa owng tha varloua aactora of tha aconcsy. Full Inta- 
gratim of capital aarkats would aaan ttaa aatabllahaant of a aingla Intar- 
eat rata for all borroaara* Traditionally, dapoait* hava provldad low 
cost fnnda for landing to oonauaara. boa buyaea, Eaiaara and othar nail 
buainaaaaan. Coaaatclal activity, including vaoulatlva raal aatata, waa 
aora gsnarally finanoad tgr hic^ar prlcad Invaataant capital* In tha 
currant sc^atition for funda, in a aabatantlally daeagulirtad capital 
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«■ on loan* ar* tlr«>af ao pmhlhltivvl; bl4) tlufe 
tlwy taBT* vlctoally Mntt doMn tha sataa^lla and hoaaiaq latestrlaa- Baisg 
tba two lar^aat iTi—il In ■vlorara, this oltiaatalj asoalarated tba filing 
of liankziiptor paCltlona ty fuaara and othar trpaa of ^U tmatiw—an. 
"If tba eonaiMara and aatrq^rananra bara to c««i?ita In tfta a ana aackat and 
at tba aaaa rata am iltlaatlonal CMporatlooa , tha ouuaiai'a and antra- 
pcaaaiira uill aaldtK. if avaz. ba abla to gat Bar aaplfcai.> &a loog taca 
raanlt: mold ba a naaalva m*a of ooBoantxatlcRi In viitaall; arair ooc- 

>ha Upon Soolatr faala atzongly tbat a baalo raaTaloatloo of aati- 
tniat polloy abonld ba andartakan, fooaalng on Uia rola at oapltal in 
facilitating oonoantraelon in otbar tnduatrlaa- Popalar faar of a»o— iTa 
oonoantntlOD of oapital ia by no aaana daad. iba JuaUoo Dvartnant bam 
alcaa^r aniKnnicad ■ Eavlaw of tha ourcant Clarton >ot Macgar gnldalljoraa, 
aatabllabad In 196a> 9a» broad policy thriHt appaata to b* tbat vartioal 
IneagEatlDn la aoeaptabla bM tbat borliocital lotagrafeloa ta not. Vnfor- 
tonatalT, ahat oonatltutaa vartioal or bociiontal aotlvltr ia dlffioolt to 
datamina In tha mwtdl; anlvlBg o^ital aarkata. 

Iha aatabliafeMant of naa antl-tzvat gnldallaaa offaca tha ofVoEtunlty 
to- aaka anaw baaic policy daeialona about tha propar aoala toi pmtdlng 
(Inanolal aarrioaa In tha ooalng yaara. Iba currant 40,000 plna dapoal- 
toiy InatitDtioaa ta prohabl; too iHur, but on -tiia otbac band, tfta 
■uEOpaaa BOdal of a handful of aajoE baaka ta Inwrovriata In a. oouatiy 
of audi a'laa and dlvaraity aa tba Unltad atataa> Propoaaata of .daiagn- 
lattm poiat to Maw Yodc and California aa atataa aliai* larga banka 
. eoaxlet tilth looally baaod or onatoiNE q^acialiaad Anatltutlona la a sala- 
tivaly fraa ecapatltlva anvirosaant. iba rlaks of oonaantzatioD ara at 
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Immt partOally oftMt br tha Umat of potMUal ju^iiltlon, aittwr trcai 
ontsida tka gaojraptilo aiaa or tzom am typaa of Inatlfevkinaa, ahloh Kill 
aarva Cha pobUo Intaraat br torolag axlatliig Inatienttaaa to lnnova«a> 
Nany atudanti of banking baliava tbara will ba favar, althoa^ oooaldar- 
ab^ largar, eaaaaiclal buika. nwy baliava thaaa will aaka iaoraaaing 
uaa of alactioDlo fund tzasafara and achlara aajor aconoalaa of acala od 
tba procaaaing and. Iha antitruat tool riionld ba bald In raaarva for oaa 
abonld tba traa aarkat not laad to tbia IdrlUo raaolt. 

■• la It poaalbla to aatabllah a parfactir affjoiant, fully 
iBtaqrataJ capital ■arkatt 

Vhla la a ralatad qoaation ubieh Buat ba addraaaad* Kbila tba anawac 
la probably no. tha praaantly hl^ily cagolatad. oracly cantraliaad finan- 
cial atructuraj cactainly opana 19 roott for inoraaalog aff icia n oiaa in 
allocating capital and raduclng pEoeaaalng ooaca* 

fligniCioant liigroj— «nta In potting boEmvara In tomb oith landaca 
han baan atAlavad by aatabliabing a national, dlraot txanafaE aaourlciaa 
■ariut Kltb Inatantanaoaa llnka batinan national and ragiooal atock 
aschangaa and local brokaraga oparaeloaa* iba aacondaEy Bortgaga naricatai 
aapacially Fraddia Hac and Fannla Maa aacurlelaa, bava aaargad aa a aa]OE 
condolt tax chanDaillng oooatruction fundi fnia oapit*l lurplua to oayltat 
daflcit atataa. 

Tha Boat Important factor in raduolog tranaalaaioB ooata baa baan 
tachoologieal innoratlon. klEaady alactronio fund tranafara bava aada 
poaalbla tha riaa of ccapotarlaad raanea aarvloa taralnala, 24 boiz 
tallara, and aail and talapbona tranafara- In aany aatropolitan azaaa. a 
oonauaiar Baking routlna d^oalta and (fitbdrawala bv navar bava to m»» tba 
Inalda of a bank- 
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Jtmarican Bi^Eaia, LntaraaMd In tsehnolagical bb wall ■• ooEporae* 
■cqulsitlona, rac«ntly puictiaasd a cabla telavialon aubaldiary of Waraar 
CoiHnmicaclonB. Tbia lacludad "QaBI,* tlia tm-way, Intacactin cabla 
■yitaa which paniti uaaxa to raapood through hcaa ccapuear tatilnala. 
Such hooB bantling lyaCani would furthar allalnaca tha naed tor brick and 
Bortar banks and coacly, tlaa-ooaauaiiag papar pcocaaaing of tranaactiona* 

&• dlacitaaad In tha pcacadlng aeetion. omacahip intaraata or othar 
apaclal or longstanding tualnaaa relatlonahlpa will aaan that aona bor- 
rowara will alwaya raceiva prafarantial accaaa or tarma. Baaad i^on tha 
Tacord of corporata and coogloawcata aargara, avan if a taryat oeaipaiiy baa 
a claarly aacertainabla valua baaad on caaa raaarraa or unatillsad tax 
aavinga. ita trua valua to tha acquirar can only ba calcnlatad whan a 
valua ia placad on tha control of tha corporata antity. ka croaa-lnduatry 
■argara with financial Initltutions confcinua, qnaationa of ■inaiipant 
Btyla and tradition, raally who will control tba board or tba ntlnv 
atock. will aaan that a mobar of daciaiona having far-raaehing eftacta on 
tba capital aarkata will ba aada for raaaona having little to do with 

c. What ara tha i^licationa of a tolly intagratad e^>ltal aarlcat 

for nonatary policy? 
Tha aiaplaat way to fraaa tha dlacoaalon la to glva tha full naaa of 
Con^vaa'a atatutory gltt to tha financial co^annity, tha rinanoial 
iDBtitutiona Daragulatlon and Monataiy Control Act of 19e0> Iba lack of 
policy focua la obvloua> It la li^oaalbla to daragnlata flnanotal Inati- 
-tutlona and hops to Baintaln control of tha aooatary aopply alanltaaaooalT- 
Tha raaolt haa baan a aova away frcK tha old ayataa of ragolatioo bafot* 
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Oiltsd atatva baa loat aftsotlva eontnl of its oira Knwy •atv^r- 

«!• clilat — n« at tha Ol^poaal of tha Fadacal ■aaairva Boud la oob- < 
trolling Uia aonar nv»lr aca tha aattlng of raaarva r»iii1n— il ■ tor 
d^oaltor; Inatltationa, tha oaa (rf th» dlaotmnt trladsir to land fiuda to . 
■•■bar laatltatlooa for abort parloda of tlaa, oai^all; ovanlsht, and Um 
raportlng of Bona; aaivly data utalA la uaad t^ tha Traaaurr to astallMt 
ylalda for fadaral aacocitlaa and br pclvata foraoaatara to pcadlct tb« 
brtiavior of tha capital BaxlMta' 



potaatlal Out Its ouataaara --'" ' ^f. diatrlbutloa friB tbalx accsunta 

la caab- Inatitutiona auat raport til* ■■ouat of funda In aaah ca^aswy of 
dapoalC — MI, KU. Ma. ate. , — ragularl;. . Ihaia c^ortlas catafcKlaa 
undacHiattt ravlalon raoantly Hban HON aoQauBta nan anthorlaad. TlMaa 
Intaraat baarlng accoiuta hava ctaaiactartatlo* toe. botli tljM laavlnsal and,' 
lAaokiDg Idaund) dapoalta. ntaorlaa abooad aa to. Mliiah elaaalfloatloa la 
pr^ax and to irtwt aictant MM aoooanta aXfact tha orarall aaSBlr <A, aan^.. 

Ano^ar Intaraatlog faaton of th 1981) . tct ma tha lag^altlaa mi both 
Vadaral laaarTS a^lma aad pop —ibar banK# of raaacva zaqulxaaBnta ..«nd 
accoapanying rayortlag and InapaotlQB ragiilriinta. Mr doing . thlai tha 
Fad. which bad baan loalog ■fb«cahlj, aad tbarabv oootrol of tha Bonar 
•ivply> waa gcantad gxaataz- control ovar t h oaa atata banka xhich iMra not 
MHbara of tha Fadacal . Baaacra flyataB. toaairva raqnir— nta raarhtng to a 
■ignlflcantly loiiar thiaahold of aaaaf will ba sh>aad.,ln ovar four yaraa. 
tor Fad rT''iri and alght yaaxa for ooa-aaabata. 

niia haa aaant ■ flood ot naw Boaay aivply data, tha. haaiah-'or. Um 
L of tha radlaoonnt (and tharafay Uia prlaa 
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rat*). EroB Inu^arisncfld Inatltutiona • A alngla rspoEUn^ arror ^ ■ Haw 
Xork bank in 1981 proAicad a ■>]<>; ahort-taiB swliig in tba aonay aivply 
fignraa which trl^gaEad a saw panic in th* financial BaiiEaca. 

In addition to tha euisant problaaa of acquiring adaquat« data on th* 
■oaay aivply, it la alao li^octant to riaaiihar that tha ahar* of financial 
aaaata hald t? all Inaurad inMltutlona la (alUns rvldly in ooMparlaon 
to tba aaaata bald by non-inanrvd inatltntiona • Tha aonay >arkat fonds. 
harinq dlalntanaadiatad tana of blllloiia of dollara tiam ragnlatad Inati- 
tutiona. now hold funds fraa frcB rasarva ragnlraianta and tha diract 
control of tha Pad. 

Urn a Eaault, tba r*d oialda Ita powartul wavoo* againat a dlalnlA- 
iB9 ahaca of tha ovarall Boaay aogplr* Iha phaaa-ln of raaama and 
caporting raqulraaanta on a giaatac niahar of inatltatlona will ha*B 
littla affoct If tbosa iiutltntions ' rtiaras of fund* cootinua to aaalina. 
Ihia Inability to aay with any eaetainty jnat iibat la happaniaq in tba 
capital markata, eouplad wltb a daeraaalng ability to acttwlly . oontrol 
avantai baa aaant that racocd intorast xatas. hava placad only ■ all^t 
drag co ovarall aconoodo activity, ka dioonaaad to tho fcavlaaa aootioa 
hoxavar, tbaaa painfully blgh ratoa bava bad davaatattng atCacta on 
Intaiast rata aansltiva lodnatciaa auch aa antoa, ho«aa, and faiBlng. 

Bayond tha iaaadlata otmotnral probloaa of tha lagolatory opporatoa 
for oontrolllna tlia vonay sopplyi tba lAola .stnctura «aat faa rolnllt if 
tba Invaotaant and dapoait aDnay aarkata ara atfaotivaly intagratod. Vill 
raaama than ba iavoaad on all acoounta, OE will raoarvar ha laflaoad tr 
atmm altamativ* fon of cantEDlT Itia acva to a olngla IntOEoat E*ta for 
■11 bocrowora would roqulra that ■ 
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Inal oC Intarsat lataa. Tba highly iaMgratad o^itaL aarkaU of torop*! 
a^aclally OaiBan; and Japan, >ia oloaaly cagulatad by atrong oantral 
banks and bava aohlavad tai qiaatat aoocaaa In pcovldlng aftordabLa intar- 
■■t cataa. At Laast oraraaaa, caaeantiatlon of financial aotlTity raaulta 
In coDoaotcatloci of cagulatloo and •uooaaa la Managing tba moawi aupply. 

ConBlualon 

Id tha and, it la safa to aaaiaa that tha aha^ oC one CiMaolal 
•yat^ ha*a ahaogad, ara changing, and will faa changing. Mgac Blck'a 
wrda auat ba glvan naa Btaning, tooami oc latai, «a ara going to bava to 
radaflna tha aoid banking. It >a don't, it will ba dona for ua co^lata 
■ith attandant BBaa. If im foraaaa tba pcoblaaa though, and gat ■ jmp on 
aolving tbaa, ita vlll bava radatlnad tba word banking. And by a-^i^, «« 
■aao eavialnB tba lagulatory atAaas to allow fox aoK«r lolly intagcatad 
capital aackata, giaatai oontiol of tha nonay aas9^Yt and loccaaaad 
ooavatltioa bataaan flaanotal inatitutlona. Aa ■« aBoaMpllab thla thcougb 
dar«gulatian> than ■• Kill ba tiaad to daviaa a BOia aoBMa-aanaa 
eogulatoiy aohaaa that vill protaot tba Inatitatlaaa whlob avolva. 

o 
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